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THAT THING WHICH THE ACCOUNT- 
ANT CALLS INCOME 


GEORGE R. HussBaNnD 


cept concerning which there has been 

considerable debate without a great 
deal of final agreement. Within the frame- 
work of historical accrual accounting, 
however, if allowance is made for varia- 
tions in procedure and for different meth- 
ods of computation, the concept of in- 
come appears to be accepted as indicative 
of something fairly specific. The account- 
ant interprets it to mean the increase (or 
decrease) in proprietorship which results 
from the operation (and the accompanying 
nonoperating income earning activities) of 
a business during a specifically designated 
interval of time. The income of historical 
accounting is thus usually thought of as a 
credit addition to an equity item, the 
balance of the sales credit (plus or minus 
honoperating adjustments) which remains 
after the operating costs and expenses 
have been cancelled against it. 

There is ground for believing, neverthe- 
less, that this is not an entirely satisfac- 
tory concept of the income situation. In 
economics and in the vernacular the term 
“income” usually refers to goods and serv- 
ices. The emphasis is upon assets, often 
more specifically upon cash, rather than 
upon the resulting technical accounting 
increase of a specific equity. The average 
businessman’s concept of income is also 
much more likely to be that of the ver- 
nacular than it is to be that of technical 


[cs in general, is a variable con- 


accounting. Things, assets, cash (with the 
equity effect assumed) are much more apt 
to dominate a businessman’s thinking than 
the accounting equity effect of a period’s 
operations. In fact, it sometimes appears 
that accountants themselves think of as- 
sets, cash, when they speak of income. 

It is the mechanics of the accrual sys- 
tem which places the income emphasis 
upon the equity effect of operations. Un- 
der the cash method the emphasis is 
placed upon the effect on the other side 
of the balance sheet. The current practice 
of preparing an income statement in 
terms of sales and expenses consistent 
with the accrual procedure has much to 
commend it; considerable service is to be 
secured from such a statement. It is prob- 
able, however, that the accountant would 
render an additional service if he also pre- 
pared the accrual income statement in as- 
set (cash, etc.) terms, as, for instance, in 
the illustration presented below. Such a 
statement would probably come close to 
crystallizing the businessman’s thinking 
and would serve to translate the orthodox 
statement into his terminology. It would 
also serve to emphasize the implied, the 
assumed, side of accrual income and thus 
to round out and complete the concept of 
income. 

From one point of view an income state- 
ment such as that presented may be con- 
ceived as a statement of cash receipts and 
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THE CASH STATEMENT OF ACCRUAL INCOME 


Gross Income: 
Cash and cash collectibles acquired as the 
result of the period’s income-earning activi- 


Cost Deductions: 


Cash flowing out and debt incurred 

(cash to flow out in the future) for cost 

items pertaining to the aboveincome. $xxx 
Amounts representing sacrificed in- 

vestment (depreciation, investment 

previously congealed int merchandise, 


Net Income (income in the form of cash 


and cash collectibles)................. $xxxx 
Distribution: 
In the payment of dividends. ....... $xxx 
In the payment of fixed debt, retire- 
Xxx 


In the acquisition of increased inven- 

tories, prepaid items, fixed assets, etc. xxx $xxxx 
Balance of income remaining in the form of 

cash and cash collectibles*................ XXXxX 


$xxxx 


disbursements focused in terms of the re- 
sponsible period’s operating activities. To 
be profitable the period’s sales should pro- 
vide sufficient cash and cash equivalent 
to cover the amounts disbursed and to be 
disbursed for wage services used, fuel and 
supplies used during the period, merchan- 
dise sold during the period, taxes paid and 
to be paid, etc., the estimated amount of 
the capital supplied investment sacrificed 
in the conduct of the year’s activities, and 
a balance. 

Although the accounts are not usually 
set up in such a way as to segregate the 
cash receipts and disbursements applicable 
to each year’s operating activities, they 
could be so kept. The arbitrary designa- 
tion of various amounts of cash as indi- 
cated above should not be subject to se- 
rious objection, however, since cash is a 
fungible item and reasonable assumption 
should be acceptable. Fundamentally, the 

* Additional amounts of cash and receivables repre- 
senting investment recoveries, as well as amounts se- 


cured by borrowing and investment, may also be avail- 
able to meet the demands for cash. 


cash experience is the meaning underlying 
the orthodox income statement and it is 
proper so to interpret it. The business- 
man, in the main, is engaged in a process 
of cash commitment and recovery. In 
effect, he also serves as a middleman col- 
lecting cash from customers and distribut- 
ing a considerable portion of it to those 
who provide labor services, materials, 
supplies, etc. The cash received from the 
customers must, if the business is to be 
considered successful, also leave a balance 
sufficient to constitute a reasonable re- 
ward for the proprietary services rendered. 
When the customers do not provide suf- 
ficient cash to cover the just liquidation 
of investment plus the cost distributions, 
the business is obviously unsuccessful. 

Expense and revenue items, in their 
deeper meaning, have reference to cash 
effects. From the standpoint of historical 
accounting, gross income, in this sense, 
is the amount of cash (and equivalent) re- 
ceived and to be received as a result of the 
period’s sales. Expenses and costs are the 
amounts distributed and to be distributed 
to secure the goods and services which 
were necessary to make the sales a reality, 
plus those amounts which are believed to 
represent capital recovered or sacrificed. 
Net income is the balance of cash and cash 
equivalent remaining. 

Fundamentally, the accrual basis of ac- 
counting differs from the cash basis of 
accounting only in the fact that the latter 
determines income without regard for the 
period which put forth the effort respon- 
sible for receipts and without regard for 
the period which received the benefits of 
disbursements. The former, in effect, at- 
tempts to earmark cash receipts as the 
property of the period responsible for their 
receipt, and to earmark cash disburse- 
ments as costs of the period which bene- 
fited therefrom. The technical process of 
accruing expense and revenue is merely 
the medium by which the process of cash 
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allocation is accomplished. The accrual 
method thus makes of income not a dif- 
ferent thing, but rather a different amount; 
it is merely a technical method of compu- 
tation under which it happens to be con- 
venient to exhibit income as an equity 
effect. 

The entries made to record income un- 
der the accrual method involve, in the 
main, debits to assets; those made to re- 
cord expenses involve, in the main, credits 
to assets. When the latter is not the case 
a liability may be involved temporarily, 
but this is usually only the means of de- 
ferring the asset credit. Because of the 
convenience secured, the computation of 
accrual income proceeds in terms of the 
technical income credits and (expense and 
cost) debits, rather than in terms of the 
corresponding asset debits and credits. 
As shown above, however, accrual income 
can also be computed as an asset effect. 
The other element of the expense and reve- 
nue entries—the real basic asset element, 
if you will—can be assembled in the form 
of an income summary. If accrued income 
were so computed it would probably be 
defined as an asset effect. But the method 
of computing income ought not to be the 
determinative factor in deciding that 
it is either asset or equity. In reality, it 
would seem that income is both an asset 
efiect and an equity effect and that it 
should be so defined. To use the term in 
reference to either effect alone is to state 
but half of the truth. 

Light may be secured on a number of 
accounting problems by approaching them 
from the cash viewpoint of income. De- 
preciation, for instance, represents the 
thawing, liquidation, recovery, or disposi- 
tion of congealed investment. Assuming 
that the business is successful, the basic 
entry is therefore a charge to cash (or 
equivalent) and a credit to the asset being 
liquidated. The fundamental problem of 
depreciation rests with the determination 


of the portion of the asset which is dis- 
posed of. It is not proper to recognize ap- 
preciation within the historical procedure, 
since appreciation does not represent a 
congealing of investment. Nor is it proper 
to base the computation of depreciation 
upon appreciated value, since from the 
standpoint of historical accounting there 
can be no recovery of that which has not 
been experientially congealed. 

Similarly, the replacement treatment of 
depreciation is hardly defensible, since it 
is based upon the congealing of cash rather 
than upon the recovery of congealed cash. 
The bad-debt estimate represents cash 
which the business does not expect to 
receive for a portion of the total sales 
made during the period. It does not rep- 
resent a cash equivalent or true receiv- 
able, and thus ought not to be included 
in the figure representing gross cash and 
cash collectible income. The true cost of 
bad debts to the business is the cash spent 
or to be spent for merchandise, etc., lost 
through uncollectible sales. 

Cost or market whichever is lower is 
not a proper method of inventory evalua- 
tion, since it results in exhibiting an item 
as a cost which does not represent cash 
spent or to be spent in obtaining the cash 
received and to be received from the 
period’s sales. The differential between 
cost and the lower market value is cash 
which is still congealed in merchandise, 
the liquidation of which results from the 
sale of that same merchandise and not 
from the sale of some other merchandise. 
This would appear to be the experiential 
cash flow, and the historical record should 
be consistent with it. Similarly, the first-in, 
last-out method of inventory evaluation 
is inconsistent with the cash-flow experi- 
ence. The liquidation resulting from the 
sale of merchandise should be the liquida- 
tion of the cash commitment frozen into 
that merchandise originally. Certainly no 
other merchandise commitment can set the 


{ 


ng 
is 
Ss- 
PSS 
In 
ol- 
t- 

he : 
be 

ce 

re- 

uf- 4 
ion 

ns, 
eir 
cal 
Se, A 
re- 
the 
the 
ted 4 
ich i 
ty, 
to 
ed. i 
ash 4 
ac- 
of i 
ter 4 
the 
on- 
for 
; of 

at- 

the 

eir 
s of 
rely 

ash 


250 The Accounting Review 


liquidation pattern. While it may be desir- 
able to have other types of accounting, 
basically the orthodox historical procedure 
would appear to be an experiential cash- 
flow procedure. Proper practices are to be 
determined accordingly. 


THE HISTORICAL INFLUENCE 
UPON INCOME 


It is evident that the experience of cash 
investment and recovery, with either ex- 
cess or deficiency resulting, is an indi- 
vidualized experience. This historical as- 
pect of the income-determining forces is 
often of extreme importance. The pur- 
chase price of a given security on the stock 
market on any given date may be of little 
importance in determining the absolute 
dividend to be secured from the stock in 
the future; but it is of great importance in 
determining the rate of return and the 
capital gain or loss realized at the time 
the stock is sold. From the standpoint of 
the latter results, it is important that the 
stock be purchased at a right time. Simi- 
larly, it is important to future success 
that a business be born at a right time. 

This is easily illustrated. Assume, for ex- 
ample, that both A and B established 
business organizations in January of 1929, 
when the business outlook was not exceed- 
ingly grave, when even the so-called best 
experts in the country were predicting 
nothing worse than a few minor recessions 
ahead. Assume further that A and B con- 
structed identical buildings at a cost of 
$400,000 éach, that the buildings were 
estimated to have service lives of twenty- 
five years, but that B, for reasons which 
were personal, was forced to sell his busi- 
ness in January of 1933, and that the 
realization price received for the building 
was $150,000. Assume, also, that A and X, 
the new owner of the B business, operated 
their organizations with equal efficiency 
thereafter and that their operating costs 
were identical except for those related to 


their respective investments (a highly 
unlikely situation but nevertheless an as. 
sumption permissible for purposes of iso. 
lating the factor to be emphasized). The 
income statements of the two businesses 
for a given year may be assumed to have 
the following appearance: 


Business A Business X 


Cost of Goods Sold........... 50,000 ‘ 
$50,000 $ 50,000 
Operating Expense (other than 
Depreciation). 30,000 30,000 
Profit prior to the deduction 
of Depreciation........... ,000 $ 20,000 


Because of the opportunistic dates of the 
respective investments the A business had 
a $400,000 congealment in its building 
which has to be reconverted into liquid 
form over the life period of the building 
before there can be profit. (Consistent 
with the assumption that each business is 
a going concern, this amount may be al- 
located. equitably to the respective fiscal 
periods.) Business X’s original building 
congealment was considerably smaller than 
A’s. The portion of the cash and cash equiv- 
alent received as a result of each period’s 
sales which X needs to consider as build- 
ing liquidation is therefore considerably 
smaller than that which A needs to treat 
as building liquidation. A larger portion of 
X’s receipts thus represents profits. It is 
clear that it is the opportunistic history, 
or time of birth, of the respective organi- 
zations which is responsible for this situa- 
tion rather than their operating efficiencies. 

The abilities of businesses A and X to 
earn operating profits is probably rated to 
better advantage by comparing their re- 
spective profit figures prior to the deduc- 

* Depreciation for the A business is computed by 
dividing pares | 25 years. Depreciation for the X 


business is computed by dividing the new cost, $150,000, 
by 21 years, the remaining life of the building. 
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tion of depreciation. Although the latter 
is conceded to be an operating expense, it 
nevertheless carries with it such a histori- 
cal emphasis that the significance of the 
profit figure subsequent to its deduction is 
obscure. It is also probable that the final 
profit figure of the A business reflects a 
capital loss and that the profit figure of the 
X business may even reflect a capital again. 
At least it is reasonable to argue that a 
portion of the $8,857 differential between 
the profit figures of A and X is an expres- 
sion of capital gain for X or capital loss for 
A. (On the theory that the capital gain for 
X and the capital loss for A should be 
measured by the differential between de- 
preciation figures based upon cost and 
depreciation figures based upon current 
market values, it is probable that the cor- 
rect capital gain and loss are not to be im- 
puted from either statement.) Deprecia- 
tion, in effect, represents the implicit 
economic sale of a portion of the building. 
If the amount can be established and if 
the difference between the tax rate on 
operating profits and the tax rate on capi- 
tal gains (and losses) is sufficient, perhaps 
it may be reasonable to endeavor to es- 
tablish the principle of capital gain and 
loss and to try to isolate the amount. There 
would seem to be little justification for 
taxing the capital gains and losses of ex- 
plicit sales differently from those of im- 
plicit sales except for the difficulty of de- 
termining the amount of the latter. 

It is evident from the above illustration 
that not all of the amount which current 
accounting practice designates as operat- 
ing profits is truly such. Because of the 
nature of the economic organization the 
individual engaged in business undertakes 
a variety of speculations, in addition to 
speculation regarding his ability to supply 
desired economic goods or services at a 
cost sufficiently below the market price 
to yield a satisfactory profit. Prominent 
among these is the possible capital gain 


or loss on his asset investment. The ac- 
countant usually proceeds as though these 
other speculations do not exist; but it 
would be helpful if his procedure could be 
so adjusted as to reveal their effect. The 
contribution to management must be 
considerable. 

It should be noted, further, that for 
purposes of capitalization in the determi- 
nation of going-concern value, allow- 
ance must be made for implicit oppor- 
tunistic historical capital gains and losses. 
These items are of little service in respect 
to this end. 

In the second place, because of the fact 
that the investment, liquidation, and profit 
procedure is individualized for the business 
venture it is evident that the profit figures 
of most corporations are not to be inter- 
preted automatically as being prorata in- 
come of the respective stockholders. Origi- 
nal stockholders make their investments 
directly in the corporation. Subsequent 
stockholders, in acquiring their stock from 
previous stockholders, do not invest their 
funds in the corporation. Since the records 
of the corporation are kept on the basis of 
its own separate investment and recovery 
process, the corporation’s profit is an ex- 
pression only of the corporate entity’s suc- 
cess or failure. Because of this fact it is 
probable that considerable tax injustice 
exists. In the usual case the stockholder 
is probably either over- or undertaxed. 
Dividends received by ‘“‘subsequent” stock- 
holders will frequently contain an element 
of capital return which will be taxed to 
them as income. 

In other cases, from the standpoint of 
the subsequent stockholders, the corpora- 
tion’s depreciation charge will be over- 
stated and its income understated. Since 
the corporation’s income is not usually 
determined on the stockholders’ invest- 
ment basis it follows that the problem 
of taxing corporate income will not be 
solved entirely by taxing it on the basis 
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of the allocable prorata shares of the 
stockholders. Were it not for the factors 
of interest and alternative money use, 
compensation would probably be secured 
at the time the stock is sold or the cor- 
poration liquidated, provided tax rates 
remained constant. The latter, however, 
is not the case, nor is it likely that the 
taxing of capital gains differently because 
of variations in the period held contributes 
much to the equity of the situation. 


ACCOUNTING INCOME IS NOMINAL 
MONEY INCOME 


Expressed in terms of cash it is evident 
that income will possess the buying power 
significance which cash possesses at the 
day of receipt. The possibility of a fluctua- 
tion in this buying power is also a specula- 
tion implicitly undertaken by all indi- 
viduals engaged in business. Because of the 
difficulty of measuring changes in buying 
power with accuracy and because of the 
lack of agreement as to how changes in 
buying power should be measured, the 
accountant usually ignores them. In fact, 
it is common procedure for the account- 
ant to assume that changes in the buying 
power of money are insignificant and that 
therefore they require no consideration in 
income determination, although the his- 
tory of price-level movements would seem 
to refute this assumption. Nevertheless, it 
is true that accounting income is mere 
money income arrived at rather largely 
through a process of mathematical addi- 
tion and subtraction. The result is that 
capital, in terms of buying power, is 
usually either over- or undermaintained. 
Accounting income, as buying power, 
therefore either includes part of the invest- 
ment recovery, in which case it is over- 
stated, or it is deficient because part of the 
amount which is designated as the liquida- 
tion of congealed investment is in reality 
income. Regardless of whether anything 
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practical can or will be done toward soly- 
ing this problem, this limitation of ac. 
counting income does exist and should be 
recognized and understood. 


ACCOUNTING ASSUMPTIONS 


In computing income the accountant 
makes use of certain practices which are 
believed to be convenient but which are 
not strictly consistent with the thesis 
that net income is typified by the cash 
and cash equivalent remaining from the 
given period’s sales after having deducted 
(1) the amount paid out and to be paid 
out for goods and services consumed in 
making the sales, and (2) the investment 
recovery. The cash paid out for freight dur- 
ing any given period, for instance, is usu- 
ally treated as a subtraction from the 
period’s receipts even though its recovery 
should properly be deferred until a subse- 
quent period. Similarly, the figure for cash 
to be received is not usually adjusted to 
allow for amounts which will not be col- 
lected because of discounts and _ allow- 
ances to be granted. Nor is the figure for 
cash to be paid out always adjusted for 
amounts which it will not be necessary to 
disburse because of discounts and allow- 
ances to be received. It is commonly as- 
sumed that the law of averages will pro- 
vide sufficient compensation to render 
these procedures accurate within an area 
of practical reasonableness. The error re- 
sulting from subtracting the total paid 
for freight from a given period’s gross sales 
receipts, when the merchandise for which 
the freight cost was incurred has not been 
sold, is presumed to find its compensation 
in the absence of a subtraction for freight 
properly allocable to the current period 
which was similarly subtracted in the prior 
period. The absence of sales and purchase 
discount adjustments are presumed to be 
taken care of through similar compensa- 
tions. It is probable, however, that these 
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compensations are not perfect and that 
the net income of any period will be some- 
what affected by this failure. 

The estimate of the uncollectible re- 
ceivables is computed variously by differ- 
ent accountants and is seldom exact. 
Similarly, the liquidation of fixed-asset 
congealment is estimated by a variety of 
methods. The cash distributed and to be 
distributed, plus the investment recovery 
on account of merchandise sold, is also 
variously computed. Because of such vari- 
ations as these, the net income figure of 
any individual concern is in part a func- 
tion of the accounting procedures used and 
in part is relative thereto. It is not an ab- 
solute. This always constitutes a limitation 
in comparing the income figures of differ- 
ent organizations. 

Variation is also found in the treatment 
accorded many of the so-called non-oper- 
ating items. Deficiencies of depreciation 
charges for past periods, for example, are 
sometimes charged against the income of 
the period in which the discovery is made. 
At other times they are charged against 
surplus. Losses resulting from accident, 
fire, theft, etc., are subjected to similar 
variable treatment. From the standpoint 
of the earlier discussion, the question at 
issue is the extent to which the gross cash 
receipts (and equivalent) should be inter- 
preted as constituting the recovery or 
liquidation of fixed-asset congealment 
which was presumably disposed of in a 
previous period or lost during the current 
period. 

It is evident that over the life period of 
a business the cash receipts from sales must 
exceed the recovery of cash congealment 
if the business is to be termed a profitable 
venture; still the relationship between serv- 
ice extracted and the liquidation of cash 
congealment is an important problem. 
Without attempting to resolve this issue 
it follows because of these contingencies 


that the portion of cash and cash equiva- 
lent received from the sales of any given 
period which is properly designated as 
profit is a provisional item subject to reve- 
lations or confirmations that must appear 
in the future. 

It is not usually difficult to determine 
portion of the cash receipts which was dis- 
tributed, or will have to be distributed, 
for the purpose of obtaining the services 
used in acquiring the cash flowing from 
the sales of a given period. The real prob- 
lem rests with the determination of the 
amount which should represent invest- 
ment recovery, particularly the liquidation 
of cash previously frozen into fixed assets. 
The problem presented by the destruction 
of invested capital by accident, fire loss, 
etc., also complicates the situation. The 
question is also a pertinent one as to 
whether any portion of the cash received 
from the sales of a given period should be 
considered capital recovery because of 
losses which will probably be suffered in 
the future, or, for that matter, which were 
suffered in the past. In general, the best 
that the accountant can do is to make the 
best possible estimate and to rely upon the 
law of averages for compensations. It is 
evident, however, that the accountant’s 
lack of capability in the realm of prophecy 
will probably leave the profit calculation 
(cash or cash equivalent figure that is so 
designated for any given year) an unfin- 
ished symphony. 

In conclusion, accounting income rests 
basically with assets; and it can justly be 
stated in terms of cash under both the 
accrual and the cash methods. The former 
designates cash receipts as income of the 
year of sale; the latter merely designates 
them as income of the year of collection. 
Expenses and the cost of income are in 
reality partly the distribution of a portion 
of the sales receipts to cover the costs in- 
curred in making the sales, and partly 
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the recovery of the portion of the invest- 
ment (or the loss of the investment) sacri- 
ficed in making the sales. 

Under the usual accrual accounting pro- 
cedure, income is measured in terms of an 
equity effect through the medium of an 
income statement drawn up in the form 
of sales and expenses. This is merely a 
consistency which is in accord with the 
mechanics of present-day double-entry ac- 
counting. In the larger perspective, accrual 
accounting from the over-all and longer- 
run point of view is a cash-flow procedure 
and income is a cash or cash equivalent 
resultant. Income is thus both an asset 
and an equity effect. The former is prob- 
ably (under the assumptions of private 
property) the more fundamental or causa- 
tive effect. Although accrual income is 
usually expressed only in terms of the 
equity effect, the implied asset correspond- 
ents should not be overlooked. Account- 
ing questions in dispute respecting the ac- 
crual income of historical accounting are 
probably better analyzed in terms of the 
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cash-flow experience than in terms of ab- 
stractions separated therefrom. 

It is important to keep in mind, also, 
the facts that historical accident, changing 
price levels, and accounting assumptions 
have considerable influence upon the in- 
come computed by the accountant. Ac. 
crual income, in general, is the expression 
of an individual, crystallized cash-flow 
(and expected cash-flow) experience, some- 
what arbitrarily allocated to limited pe 
riods of time. It should be interpreted ac- 
cordingly. Unless reconciliations are made, 
the income figures of different organiza- 
tions are not likely to be strictly compa- 
rable. Because of the historical emphasis 
it would appear that for certain purposes 
the profit figure prior to the deduction of 
depreciation offers a better basis for com- 
parison of enterprises than the figure which 
remains after depreciation has been de- 
ducted. The final profit figure is likely to 
reflect an element of capital gain or loss 
which in the more gross state is apt tobe 
neutralized. 


THE PUBLIC ACCOUNTANT OF: 
TODAY AND TOMORROW 


JouN W. QuEENAN 


countant of today, let us first look at 

the accountant of yesterday. The ac- 
countant of yesterday, as of today and 
undoubtedly of tomorrow, was the prod- 
uct of the needs and demands of contem- 
porary commerce and industry. Account- 
ing and accountants had their beginning 
in bookkeeping and bookkeepers. Modern 
bookkeeping apparently first came into 
general usage in the fifteenth century in 
response to the rapidly growing commerce 
and trade conducted by proprietorships 
and partnerships in the Italian republics. 


Fs: PROPER perspective on the ac- 


The bookkeeping of that time, although 
basically the same as present-day book- 
keeping, was very simple, as suited the 
needs of business, and was based on @ 
few simple rules of debit and credit and 
recording procedure. Theory and ac 
countants did not exist; it was necessary 
only that bookkeepers of the time be ac 
curate, methodical, and attentive to ap 
plication of the rules. 

In the nineteenth century a class of spe 
cialists in accounts, or public accountants, 
made its appearance in England as a result 
of legislation instituting the British statu- 
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tory audit as a means of protecting the in- 
vesting public. It was the original inten- 
tion, and, in fact, the practice for many 
years, for the statutory audit to be made 
by certain of the shareholders. However, 
it soon became apparent that, with busi- 
ness becoming more complex, an effective 
audit required men with more specialized 
knowledge of accounts than was possessed 
by shareholders generally. Gradually the 
shareholders engaged others having a 
knowledge of accounts to conduct the 
audit. Thus, over a period of years a group 
of men expert in accounting was estab- 
lished from the ranks of bookkeepers, 
particularly those who had acquired ex- 
perience and developed powers of account- 
ing reasoning by assisting in the more in- 
volved accounting for bankruptcies. 

In the early years of professional ac- 
counting—probably because the expert 
accountants of the time were former book- 
keepers, as well as because business had 
not yet attained the tremendous volume 
of transactions characteristic of present- 
day business—auditing procedure for veri- 
fication of transactions was based on a re- 
checking of bookkeeping procedures, such 
as examining all vouchers for expenditures, 
checking all postings, etc. Although veri- 
fication of asset and liability balances was 
not greatly different from present-day pro- 
cedures, it was uncommon for accountants 
physically to verify inventory quantities. 
Because of the limited knowledge of ac- 
counting theory on the part of many book- 
keepers, the public accountant found it 
necessary in conducting an audit to per- 
form a considerable amount of bookkeep- 
ing work in the nature of furnishing the 
bookkeepers with numerous journal en- 
tries necessary to close the accounts prop- 
erly. 

As the profession of public accounting 
grew in the twentieth century and the de- 
mands made on it became greater, major 
strides were made in its development as 
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a useful tool of business and social prog- 
ress. Professional accounting societies were 
organized and grew in England, the United 
States, and other countries of the world. 
Colleges and universities instituted and 
augmented courses for the study of ac- 
counting and related subjects. Profes- 
sional accountants and educators de- 
voted considerable time to the study 
and development of accounting theory, 
audit procedures, and report practice. 
A multitude of volumes on accounting 
theory were written. Audit procedures 
were studied and revised to meet the re- 
quirements and exigencies of widespread 
corporate business. Detail checking of 
transactions gave way to tests based on the 
accountant’s judgment and consideration 
of the most effective methods of detecting 
fraud as indicated by experience. 

During the first quarter of the twentieth 
century the public accountant found it 
necessary to differentiate between material 
and immaterial matters. Materiality be- 
came of utmost importance in his exercise 
of judgment. The voluminous transactions 
which were involved in the conduct of 
business by large corporations operating 
in widespread locations made it imprac- 
ticable, if not impossible, to verify all 
items or transactions and, consequently, 
placed a premium on the development of 
judgment for the determination of matters 
of materiality. 

Although the profession of accounting, 
even in its early days, included among its 
members many men with broad liberal 
education, many of its members for the 
first quarter of the twentieth century were 
self-taught as to the technical aspects of 
their profession. Many of them acquired 
their training and experience as book- 
keepers, then progressed to the field 
of public accounting, and in many in- 
stances made notable contributions to 
the advancement of the profession. How- 
ever, as in many other professions and in 
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business generally, the era of the self- 
taught accountant passed with the de- 
velopment of colleges of commerce, and 
as business and social development be- 
came more complex. As the necessity for 
intelligent tests of transactions became 
more pronounced and accounting problems 
became more involved, the need became 
evident for accountants to be well-trained 
in accounting theory and in the applica- 
tion of audit procedures to the point of 
greatest possibility of judgment in detect- 
ing fraud or misrepresentation. 

With the growth of large corporations 
and the increasing intricacies of corporate 
accounting, the larger corporations found 
that the accounting problems incident to 
their operations required employees, such 
as comptrollers, auditors, and treasurers, 
with a higher type of training and educa- 
tion than the bookkeeper. As a result, it 
became unnecessary for the public ac- 
countant to make numerous audit adjust- 
ments. Such adjustments as were still 
necessary were usually the result of differ- 
ences of opinion as to the application of 
basic accounting principles. This develop- 
ment emphasized again the need for a thor- 
ough education in accounting and financial 
matters of men who entered the field of 
public accounting, in order that they might 
deal with clients’ officials on an equal edu- 
cational plane. 

During the past twenty-five to thirty 
years there has been a steadily increasing 
trend toward the selection of men having 
a formal college education with a major in 
accounting. Colleges and _ universities 
throughout the country have developed 
curricula for the study of accounting as a 
major subject along with other general 
subjects on the college level. Over the 
years the curricula have varied widely with 
the many colleges—from curricula con- 
sisting of a preponderance of technical 
subjects to those consisting mainly of the 
cultural subjects with a few accounting 
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and related technical subjects included, 
From the standpoint of training men for 
public accounting, a middle course is most 
desirable. At the present time the preferred 
course is one which is well balanced, witha 
substantial proportion of courses in ac 
counting and auditing, as well as courses in 
English, literature, economics, mathemat- 
ics, law, history, and the sciences. Judging 
from experience with recent graduates, it 
might be well to include a course in pen- 
manship. 

It appears almost certain that with the 
end of the war and the increasing supply 
of college students who have majored in 
accounting, the larger public accounting 
firms will limit their employment of new 
men to those possessing a college educa- 
tion. The trend has already started in legis- 
lation to limit candidates for the CPA 
certificate to college graduates. It probably 
will be some time before such limitation 
becomes general, since legislation usually 
lags considerably behind actual develop- 
ments. 

In this second quarter of the twentieth 
century the public accountant has come 
into his own; he has definitely established 
himself as an important and essential fac- 
tor in the economic and social structure of 
the nation and the world. During this 
period his position has changed. He is no 
longer regarded as a necessary evil re 
quired for the purpose of certifying the 
annual report to stockholders, and dis- 
liked by bookkeepers as one apparently 
interested only in disclosing petty book- 
keeping errors. He has come to be recog- 
nized by business management as a man 
of education, character, and experience 
who is invaluable to them in matters re 
lating to accounting, tax, and general busi- 
ness advice, as well as in the presentation 
of financial information to the public. 
There is a general understanding in busi- 
ness management today that the public 
accountant is essential to the successful 
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conduct of their business because he offers 
competent advice and opinions from an 
independent viewpoint. His position also 
has been advanced through a more general 
recognition of the fact that the public ac- 
countant is not an appraiser or guarantor 
of financial statements. 

The improvement in the public account- 
ant’s position has not been by chance, but 
has been growing for many years and is 
the result of a gradual realization on the 
part of management of the benefits to be 
derived from the public accountant’s 
knowledge and experience. Just as indus- 
trial comptrollers and accountants have 
gradually assumed a more important posi- 
tion in management, public accountants 
have been called upon more and more over 
the past several years for advice and con- 
sultation with the higher officials of busi- 
ness. In recent years the practice has be- 
come more general in the United States 
for public accountants to be engaged 
by the directors of corporations, thus 
enhancing the position of independence 
of the public accountant. It is common 
practice today for public accountants to 
discuss financial and accounting policies 
and their recommendations with the direc- 
tors or a committee of directors. 

In recent years there has been consider- 
able publicity as to the relationship be- 
tween the public accountant and the Se- 
curities and Exchange Commission. The 
public may have the mistaken idea that 
regulatory bodies, such as the Securities 
and Exchange Commission, have de- 
veloped and imposed many improvements 
in accounting principles and audit pro- 
cedures. As a matter of fact, the profession 
does not accept without reservation some 
of the ideas recently promulgated by the 
Securities and Exchange Commission and 
the Federal Power Commission. All the 
major items of audit procedures which 
have been publicized in recent years, such 
as physical testing of inventory quantities, 
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testing of receivables by correspondence 
with the debtors, and the correlation of 
audit procedures with internal control, 
were in general use by many public ac- 
countants prior to the second quarter of 
this century. Many of the accounting 
principles which have been set forth in 
the series of bulletins published by the 
American Institute of Accountants, and 
the releases of the Securities and Exchange 
Commission, are merely restatements of 
principles previously known and followed 
by public accountants. 

There can be no doubt that the Securi- 
ties and Exchange Commission has made 
a valuable contribution to the public ac- 
counting profession by insisting on the 
application of certain standards by all pub- 
lic accountants whose clients are subject 
to its jurisdiction, and by giving the pro- 
fession the backing necessary to vest it 
with the authority of independent experts; 
but the SEC has not done the thinking for 
the profession. 

The public accountant of today is a 
man of education and independent 
thought tempered by accumulated ex- 
perience in the exigencies of the financial 
affairs of the past quarter century. He 
is not only expert in his knowledge of ac- 
counting technique, but also is, of ne- 
cessity, familiar with the operation of 
business generally, since he cannot in- 
terpret accounting data without a work- 
ing understanding of the various phases 
of business. He is a man of considerable 
judgment and imagination, capable of 
discriminating between significant and in- 
significant matters. The public accountant 
of today must be able to express the re- 
sults of his work clearly in speech and 
writing. Since his most important at- 
tribute is his independence, he is a man 
of high moral character with a willingness 
to accept the great responsibility placed 
upon him. Because in accepting that re- 
sponsibility he is required at times to 
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take definite exception to certain matters 
he must, of necessity, be qualified by tact, 
education, and experience to meet highly 
trained business executives on an equal 
basis. He is an indispensable factor in a 
society in which business, investors, labor, 
and government are interdependent. 

I realize the difficulty of attempting to 
look objectively at the present, especially 
when the observer is also one of the ob- 
jects of observation. And I disclaim any 
clairvoyant powers for looking into the 
future. But I take comfort in the thought 
that the future is taking form today. 

It is not possible to discuss tomorrow 
without considering the events which will 
affect tomorrow but already are under way 
today. Today is already tomorrow. The 
public accountant came into being because 
of the need for protection of investors and 
assurance to the public as to the reliability 
of financial statements; his growth was 
fostered by legislation in the public interest, 
and he, undoubtedly, will continue to 
maintain an important position in the re- 
lationship of business with investors, gov- 
ernment, and the general public. How- 
ever, while establishing and maintaining 
that position, the public accountant’s work 
has gradually taken on a broader aspect 
and will continue to do so. From the early 
days of the profession his work has in- 
cluded the designing and installing of ac- 
counting systems. From the inception of 
the income tax law his work has included 
the preparation of income tax returns and 
advice and assistance in income tax mat- 
ters, including the presentation of facts 
and arguments relating to tax questions 
under dispute. It was natural that his 
work should include the field of income 
taxes, in which not only an understanding 
of the tax law and regulations is required, 
but also—perhaps more important—in 
which an understanding of the theory 
back of the law and of its relationship to 
accounting practice is essential. For some 
years there has been a school of thought 
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in the legal profession which regards the 
field of income taxes, particularly that 
portion other than the preparation of re 
turns, as exclusively legal. Public account. 
ants, although recognizing certain legal 
spheres, cannot agree that income tar 
practice is exclusively legal. It probably 
is safe to say that the ultimate determina- 
tion will be made in the light of the best 
service in the public interest. 

The widening scope of the public ac- 
countant’s work, which has been progress- 
ing consistently, was augmented by 
World War II. Accompanying the complex 
problems arising from the war, many of 
which have had a direct bearing on ac- 
counting, there has been an increasing 
tendency for business executives to seek 
the advice of the public accountant before 
the execution of a transaction. This ad- 
vice has related not only to the accounting 
treatment to be accorded a particular 
transaction, but also to the public ac- 
countant’s judgment of the financial effect 
of a particular transaction on other phases 
of the business. Thus, the public account- 
ant has become concerned with the finan- 
cial aspects of many proposed transactions 
as well as the post-audit of accounts. In 
the exercise of his expanded functions he 
has become no less independent. As a mat- 
ter of fact, his advice has been sought be- 
cause of his independent thought as well 
as his wide accounting and business ex- 
perience. There appears to be little doubt 
that this phase of his work will continue 
and develop in the future, since it offers 
business executives a valuable independent 
opinion as to the wisdom and propriety of 
proposed financial or business plans. In 
this role, the public accountant is again 
performing an important social function 
by preventing or retarding many uneco- 
nomic, undesirable, or improper practices. 

The profession of public accounting is 
unquestionably the product of our system 
of private enterprise, and the development 
of the profession of tomorrow will depend 
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upon the survival and growth of that sys- 
tem. The widening scope of the public ac- 
countant’s work has reached into the field 
of governmental accounting and auditing 
only to a very limited extent. Most audit- 
ing of government accounts has been per- 
formed by employees of various govern- 
mental agencies. It seems not improbable 
that in the future the public interest will 
demand the same degree of independent 
review and audit of governmental finan- 
dal affairs as is required of private enter- 
prise. Should the future bring a public 
awakening to the importance of accounta- 
bility by public officials, it would be nat- 
ural for the services of the public ac- 
countant to be used extensively in govern- 
mental auditing. 

It is not beyond the realm of possibility 
that the public accountant of tomorrow 
will become an important factor in the 
matter of labor disputes and wage negotia- 
tions. If it should become common prac- 
tice, even though it be undesirable and un- 
economic, to consider ability to pay or the 
financial condition or income of an em- 
ployer, the public accountant’s services will 
be in demand because of his experience and 
independence. Obviously, the independent 
public accountant has an important role 
in any situation in which reliable account- 
ing data are essential. In any event, pub- 
lication by labor unions of financial state- 
ments audited by independent accountants 
is a probable development. 

The public accountant of tomorrow will 
continue the study and research now in 
process to define more clearly the various 
accounting principles. The work done in 
that respect has been devoted almost en- 
tirely to the study of principles applicable 
to specific transactions. In my opinion, the 
attention of public accountants of tomor- 
tow will be devoted primarily to the 
broader aspects of accounting principles 
upon which treatment of specific transac- 
tions is dependent, such as the basic pur- 
pose of the income statement. Today 
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there is lack of agreement among account- 
ants as to whether the income statement 
should set forth the operations of business 
as they occur or whether it should be so 
adjusted as to indicate the possible trend 
of future operations. There has been a con- 
siderable agitation for the latter concept, 
but I venture to say that the public ac- 
countant of tomorrow will favor a direct 
reporting in the income statement of trans- 
actions as they occur, and that cost will 
assume more importance, with adjust- 
ments of inventories to the lower of cost or 
market shown separately in the income 
statement. 

In recent years that portion of the pub- 
lic concerned with affairs of business has 
become aware of the public accountant. 
However, there is still very little real un- 
derstanding of the function and ~we-* of 
the public accountant, even amoag busi- 
nessmen other than those concerned prin- 
cipally with financial affairs. This lack 
of understanding is due principaliy to the 
extreme specialization in present-day so- 
ciety and the tendency of accountants to 
live in their own world, with associations 
in their own professional societies, reading 
their own magazines, and devoting their 
thoughts to their own professional prob- 
lems, much the same as members of the 
other technical professions. 

Not until recent years has the public 
accountant shown much concern as to a 
possible understanding of his work by 
others. The early work of the public ac- 
countant in the United States was gen- 
erally the result of requests for bank credit, 
and he was concerned only with making 
his report understandable to bank credit 
men. As the scope of his work broadened 
and his reports were distributed to thou- 
sands of stockholders, the public account- 
ant became more aware of the importance 
of a general understanding of his report 
by stockholders and others. The account- 
ant’s certificate was expanded to give as 
definite a statement of the scope of his 
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work and of his opinion as seemed prac- 
ticable and consistent with the concise- 
ness required for general usage of the cer- 
tificate. Attention has been given to the 
problem of defining, clarifying, and sim- 
plifying accounting terminology. More at- 
tention and study undoubtedly will be 
given to this subject in the future, and 
every effort should be made toward the 
end of making accounting as understand- 
able as possible, of translating the trans- 
latable things. 

However, the public accountant must 
not be misled in his search for simplicity 
lest he destroy the usefulness of his me- 
dium. Understanding of the accountant’s 
work cannot be accomplished entirely by 
simplification, since he is dealing with a 
technical subject wherein the terminology 
in certain areas cannot be reduced to the 
simplicity necessary for understanding by 
the uninformed. Some education in ac- 
counting will be needed by those who de- 
sire to understand. Certain colleges of 
law have recognized that fact and included 
accounting courses in the curricula for 
legal students. Now that people of all 
careers are concerned with accounting in 
one form or another, it seems logical that 
some accounting education should be in- 
cluded in all college curricula. 

The public accountant of tomorrow 
must not be a man apart. He must not 
only perform his professional function in 
society, but also he must perform his 
duties as a citizen of that society. It is 
time that men of higher learning assume 
some degree of leadership in the affairs 
of government in our country. It is not 
sufficient to complain of the faults of poli- 
ticians; men of intelligence must lead the 
way to better government. During World 
War II many public accountants served 
our country well in government service. 
It is difficult to imagine any class of men 
better qualified to analyze the affairs of 
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government, which has become a gigantic 
business, than the public accountant 
whose training, experience, and analytical 
mind have been whetted by the everyday 
problems, basically similar, in our indus- 
trial affairs. 

The characteristics of the public ac- 
countant of tomorrow will be similar to 
those of today with respect to independ- 
ence, moral character, judgment, imagina- 
tion, tact, and willingness to accept re- 
sponsibility. Those characteristics result- 
ing from education—knowledge of ac- 
counting principles, business operations 
and subjects related thereto, and the abil- 
ity to express one’s thoughts—will become 
more acute in keeping with the constantly 
increasing standards of society. Today a 
college education with a major in account- 
ing has become the standard of education 
for those entering the profession. Tomor- 
row it is probable that the public account- 
ant will obtain his professional education 
as a graduate student after having com- 
pleted a general undergraduate college 
education in literature, history, philoso- 
phy, science, economics, and other similar 
subjects which will enable him to perform 
more intelligently his duties as a citizen. 
The public accountant of today is tending 
toward higher general educational stand- 
ards, and the public accountant of tomor- 
row is going to reach them. His knowledge 
of technical subjects will be no less than 
today, but his knowledge of social sub- 
jects will be much greater. 

The public accountant of today is 
vitally interested in education, since edu- 
cated intelligence is essential in his profes- 
sion. He recognizes and appreciates the 
splendid work of the collegiate schools of 
business in training young men who will 
become the public accountants of tomor- 
row, men who will maintain and advance 
the standards of service of the profession 
of yesterday and today. 
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EDUCATION FOR PUBLIC ACCOUNTING 
ON THE COLLEGIATE LEVEL 


H. T. 


cookbook begins with these words, 

“Select twelve large ripe apples free 
from bruises and worm holes.’’ In general 
terms elsewhere in the cookbook this idea 
is expressed, ‘‘A first-class canned product 
can be obtained only if a first-class raw 
product is used.” 

There is little opportunity ordinarily 
for comparing an accountant to an apple 
dumpling or to a can of tomatoes, but it 
can be said without hesitation that in 
either case the quality of the raw material 
can have a great effect on the finished 
product. In the case of the accountant, 
however, there are some qualities which 
are very difficult to detect or evaluate by 
casual observation, and which are nearly 
impossible to create if they are not present 
in the undeveloped material. I refer to 
the fact that a successful public account- 
ant must have a professional attitude to- 
ward his work, must possess high moral 
standards, and must recognize that a real 
professional man should not be in the pro- 
fession to make a fortune except in so far 
as his professional performance and good 
luck may enable him to obtain large mone- 
tary rewards. There are, of course, other 
important qualities which lend themselves 
readily to the molding of first-class public 
accountants. Some of these are: imagina- 
tion, initiative, and perseverance; pleasing 
personality; self-assurance and willingness 
to accept responsibility; tact in dealing 
aq others; and, finally, qualities of leader- 

ip. 

In most instances these qualities can be 
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' Public Accounting as a Career, published by the 
American Institute of Accountants. 


developed or enlarged as an individual ma- 
tures, but they should be at least present 
and recognizable in a person when he be- 
gins to prepare formally for the profession 
of accountancy. 

My fear is not so much that some poorly 
qualified youngsters will attempt to pre- 
pare for the profession as that too many 
will not attempt to prepare even though 
they rank high in intellect and in the 
natural qualities just mentioned. Other 
professions have been identified for a 
number of years with scholastic attain- 
ments in mathematics and other sciences 
or in classics and literature. But I suspect 
that the successful accountant, in the 
thought of most people, has not been as- 
sociated with a scientific or mathematical 
mind. 

Similarly, the public accountant has not 
been mentioned generally as one who likes 
to deal with people. This essential quality 
is overlooked because the accountant, un- 
til the last decade or so, has been visualized 
by the layman in terms of the chief book- 
keeper on a high stool, or one of his as- 
sistants. The fact has been too widely 
everlooked that the public accountant, 
almost from his first day in the profes- 
sional atmosphere, must work in the 
offices of clients and converse profes- 
sionally with many other people. He must 
exercise resourcefulness, tact, judgment, 
and imagination sometimes under the 
watchful eye of one or more members of 
the client’s staff. The watchful eye may be 
that of an employee who has misap- 
propriated funds and manipulated the 
accounts in a way presumed to defy detec- 
tion. Such situations require extraordinary 
tact and judgment. 
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So, the first step in education for public 
accounting on the collegiate level consists 
in obtaining forexposure to such educa- 
tion as many as possible of the best 
qualified prospective accountants. There 
is still some difference of opinion as to the 
ideal combination of qualities one should 
possess and even more difference regarding 
the methods of determining accurately 
who does and who does not possess them. 
The studies now being made by the Ameri- 
can Institute of Accountants through its 
Committee on Selection of Personnel 
should aid materially in obtaining a 
reasonably satisfactory answer to both 
questions. 

In this and subsequent remarks, I am 
considering the topic primarily from the 
point of view of the university which is 
attempting to formulate a sound educa- 
tional program. I am not considering it 
from the point of view of the prospective 
student who might wish to know the 
answers to a great many questions that 
might arise from month to month in the 
early days of his academic or professional 
career. It is difficult to differentiate be- 
tween the two points of view in all respects, 
because both naturally have many ele- 
ments in common. 

Either an institution or an individual in 
outlining plans for offering or receiving an 
education for public accounting should 
think of the objectives of the educational 
processes. The objectives can be as- 
sembled after one has given much thought 
to the types of duties and contacts of the 
accountant in his professional world from 
day to day. Not having observed any- 
where in print a set of objectives of this 
type, I shall assume that each educator 
who has assisted in the past in formulating 
a curriculum for public accounting has 
kept his objectives in his desk for ready 
reference, and has not brought them out 
in public. Will he please compare them 
with the following statement? 
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A curriculum in accounting should haye 
these two objectives: 

1. To train the prospective accountant in the 
nontechnical subjects in arts and sciences so that 
he may develop a background of knowledge anda 
confidence and an incentive that will lead him 
into further reading in any of the sciences, 
humanities, or social sciences after he leaves 
college. 

2. To offer technical training in accounting and 
allied fields which will enable the graduate torender 
a most effective type of service in his chosen field, 


As to the nontechnical subjects, it is 
evident to most of us that complete 
coverage is impossible. The best we can 
expect to do is to offer training in funda- 
mental sciences, social sciences, human- 
ities, and English, both oral and written. 
In fact, we could easily justify including 
English and economics (of the social 
sciences) among the technical subjects, 
because no public accountant can succeed 
as such without possessing a good funda- 
mental training in those subjects. The 
other so-called nontechnical subjects may 
be helpful at almost any time in an ac- 
countant’s life, either in his own office, in 
the office of a client, at business con- 
ferences, or at dinners or other social en- 
gagements. 

However, aside from the habits one 
forms in the use of good grammar, or in 
the use of sound economic principles 
(whatever that means), that which one 
learns in the other nontechnical subjects 
will be of little value in later life except to 
the extent that one occasionally reads or 
thinks in the several fields covered in 
college. Such reading can be in newspapers, 
magazines, or books. Even if one takes 
several courses in economics, for example, 
one will not be able to enter into an in- 
telligent conversation on a topic involving 
economics ten years later unless he has 
read or thought carefully on the subject 
fairly regularly or recently. In the case of 
economics, of course, the accountant be- 
cause of the nature of his profession is 
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thinking regularly in many avenues of the 
subject, hence he should always feel ready 
to discuss with intelligence many of the 
topics arising from day to day. 

In literature, sciences, and some of the 
social sciences, however, the accountant 
will find it necessary to renew his ac- 
quaintance with some phases thereof from 
time to time in order to feel at home in a 
discussion that might arise in some of his 
numerous contacts. So, I believe that all 
of these subjects are valuable in that they 
furnish one with a basis and an incentive 
for further reading, either planned or 
casual. We cannot tell, however, when a 
familiarity with some of the sciences and, 
to a lesser extent, with some of the arts 
might be valuable in an accounting or 
auditing engagement. The accountant in 
that respect is somewhat like the lawyer 
in that any course offered in the university 
might at some time or other prove to be of 
value to him. 

As to the technical subjects, including 
all which can be classed as related to 
economics or business, the following de- 
tailed objectives seem to be in order: 

I. To teach the student the principles 
and practices of business so that in his 
profession he may (1) appreciate the 
validity of transactions under the existing 
conditions; (2) evaluate the reasonableness 
of the monetary amounts involved; and 
(3) recognize the financial implications in 
the particular setting. All this to the end 
(a) that he may give advice concerning the 
desirability of effecting any proposed 
transaction or series of transactions when 
they are in formative stages; (b) that he 
may obtain the best possible evidence, 
commensurate with the surrounding cir- 
cumstances, whether all transactions were 
or were not completed in accordance with 
authorizations and were or were not re- 
flected properly in the books of account; 
(c) that he may ascertain that no transac- 
tions or adjustments were completed which 
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have not been properly reflected in the 
accounts; and (d) that he may be reason- 
ably sure that the aggregate financial 
effects of all transactions of a given period 
and the accumulation of all transactions 
down to date are adequately reflected, 
respectively, in the operating statement 
and the balance sheet prepared for the 
period and as of the date in question. 

II. To teach the student about the in- 
ternal affairs and the organization of 
business concerns so that in his profes- 
sional career he may be able (a) to formu- 
late or modify business procedures and 
business organizations; (b) to frame policies 
concerning, and verify results of, distribu- 
tion of costs, expenses, and income over 
departments, products, plants or terri- 
tories; and (c) to prepare and interpret 
budgets and other financial and analytical 
statements that may serve as guides to 
management. 

It should be noted that in dealing with 
the technical phase of objectives in train- 
ing for public accounting two types of 
observations have been made, one general, 
and the other more specific. The general 
one is “to offer technical training in ac- 
counting and allied fields which will enable 
the graduate to render a most effective 
type of service in his chosen field.” The 
more specific type of observation describes 
in broad general terms the things an ac- 
countant does in rendering such service. 
Obviously, a university cannot furnish 
training so extensive and at the same time 
so intensive that the graduate will be able 
to handle all situations that arise in his 
professional career. A university, however, 
can offer courses which will familiarize the 
student with the principles not only of 
accounting in its various phases but also of 
business organizations, customs, proce- 
dures, and laws with which accounting is so 
intimately associated. 

Every business transaction that involves 
money or credit, whether it be the issuance 


ve 
the 
hat 
nda 
him 
AVES 
and 
nder 
eld. 
t is 
vlete 
can 
nda- 
nan- 
ten. 
ding 
ocial 
ects, 
ceed 
nda- 
The 
may 

ac- 
e, in 
con- 
en- 

one 
or in 
iples 
one 
jects 
pt to 
ds or 
od in 
pers, 
takes 

ple, 
in in- 
yl ving 
e has 
bject 
ase of 
it be- 
ion is 


264 


of a formal bond under seal or an informal 
cash sale over the counter, can and should 
be the basis of an entry in the books of 
account either by itself or as part of a total 
of other similar transactions effected 
during a day or a month. Transactions in a 
business are of a great many different 
types. They may involve purely financing 
matters such as capital stock or bond 
issues, or bond redemptions under one of 
several different types of contracts, or the 
formation, reorganization, or dissolution of 
a corporation, or a partnership under any 
one of many more or less complicated 
situations. They may involve merchan- 
dising transactions, buying and selling 
under a variety of conditions with the 
correlative transactions of rebates, allow- 
ances, returned goods, claims for damaged 
or sub-standard goods. They may take 
the form of receipt, issuance, or acceptance 
of promissory notes, trade acceptances, or 
similar items in settlement of open book 
account balances or in borrowing or lend- 
ing money. Probably they are in the nature 
of cash received or disbursed on open ac- 
count from customers or to creditors with 
related cash discount considerations or 
bad-debt write-off. Perhaps they are in the 
category of those for which cash is dis- 
bursed for numerous types of com- 
modities and services other than those 
representing the stock-in-trade of the con- 
cern in question. Because such com- 
modities and services cover a wide variety 
of items in the average business, the public 
accountant in rendering the most effective 
service must therefore know the principles 
underlying the several types of insurance 
coverage, co-insurance plans, partner- 
ship insurance, banking practice, wage- 
incentive plans, social security deduc- 
tions, pension plans, transportation rates, 
charges, and methods of allocation to 
buyer or seller, local state and Federal 
taxes, leases for rental of property, ad- 
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vertising programs, and other items needed 
in the business. 

It is also necessary for the accountant 
to know the principles and practices of 
marketing, including merchandise control 
and retail pricing methods. Theories 
affecting inventory valuation, such as 
last-in, first-out, or first-in, last-out meth. 
ods of pricing commodities sold or con. 
sumed, always concern the accountant 
and he is expected to be familiar both with 
the theories and with the practices thereof, 

Foreign exchange concerns the ac. 
countant in all cases in which goods are 
either bought or sold in a foreign market. 
He should, therefore, understand the 
effect of exchange fluctuations and of 
foreign coinage values on the accounts and 
financial statements of his clients. 

Without a knowledge of the funda- 
mentals of good business organization the 
accountant would not be able to design or 
install a system of accounts that would be 
adequate to the needs of the business either 
in providing for most economical and 
productive means of collecting and tabu 
lating the accounting data or in providing 
sufficient internal check over the transac 
tions to assist in conserving assets and 
facilitating auditing procedures. 

Although an accountant at the be 
ginning of his career cannot be expected to 
know much about peculiarities in trans 
actions and accounting procedures d 
many different kinds of business, it would 
be most helpful for him to know some of 
the fundamentals in a few groups @ 
businesses either private or public. Most 
theories and analyses presented in the 
average course in principles, fundamentals, 
or theory of accounting are related t 
merchandising or manufacturing. Several 
other groups of enterprises, private and 
public, constitute a substantial proportion 
of the accountants’ clients of the country. 
The young accountant should, therefore, 
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be given the opportunity to learn about 
the operations, accounts, and statements 
of some enterprises in each of the following 
groups: 

1. Government—local, state, national. 

2. Institutional—colleges, universities, hos- 
pitals. 

3. Financial—banks, insurance companies, 
building and loan associations, finance companies, 
small loan companies, credit unions. 

4, Public utilities—electric, gas, water, rail- 
roads, trucking, airlines. 

5. Extractive industries—mining, vil (extrac- 
tion and refining), fisheries, lumbering, saw 
milling. 

6. Service—hotels, laundries, taxi-cab opera- 
tors, theaters, including movie productions. 

7, Miscellaneous—recreational, religious, chari- 
table organizations. 

Inasmuch as modern office devices have 
modified the procedures used in collecting, 
tabulating, and summarizing business data 
that enter into the general ledger and into 
financial statements and analyses, the 
accountant early in his career (probably 
before graduating from a university) 
should realize the possibilities of the sev- 
eral types of office equipment used in re- 
cording financial or cost accounting trans- 
actions. The punched card equipment has 
had such an effect on the nature of original 
entries and collection of data that a young 
auditor cannot work effectively on some 
engagements unless he understands the 
methods of tabulating and summarizing 
accounting data on such machines. 

Up to this point I have taken time to 
emphasize principally the objectives that a 
university should consider in offering to 
train students for public accounting. I 
have expressed the objective first in gen- 
eral terms, both as to the nontechnical and 
the technical phase of preparation, and 
then in more detailed terms as to the 
technical aspects. Before considering the 

specific subjects or types of subjects that 
would best meet these objectives, I should 
probably digress long enough to explain 
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why I have not mentioned preparation for 
the certified public accountant examina- 
tion as one of the objectives. 

The CPA examination in itself is not 
a curriculum objective. If the objectives 
outlined herein, however, are met within a 
reasonable degree of variation, students 
satisfying the requirements should be able 
to pass the CPA examination within a 
reasonable time after completion of the 
training period, if not at the time of com- 
pletion. The objective of university train- 
ing of a technical nature should be to give 
the student a thorough preparation in the 
fundamentals of those elements which he 
will need in his profession; to give him 
training in analyzing situations and cor- 
relating facts and events in such a way as 
to enable him to form sound judgments 
and deal with unusual situations as well 
as with routine events. Such training, 
coupled with some nontechnical education 
and with fine personal qualities, should 
make him a successful public accountant. 

If he has done his work well he should 
be able to pass the CPA examination 
within a reasonable time even though 
statistics show that the percentage of 
failures is very high. If the average first- 
class student cannot pass the examination 
within a year after graduation, our 
academic standards are too low, our cur- 
ricula do not offer a broad enough training, 
or the examination is at fault. The ex- 
amination, for example, might be too long; 
it might relate to situations that are too 
rare and extraordinary to be considered 
a fair test of one’s preparation. Some ex- 
aminations contain too many ambiguous 
points in the problems—ones which take 
much time of the candidate to interpret as 
to the facts and situations that the prob- 
lems are supposed to reveal. 

The examinations at the present time 
are designed to test those with the ability 
of a semi-senior in the office of a public 
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accountant. In April, 1941, the Board of 
Examiners of the American Institute of 
Accountants sent questionnaires to state 
boards of examiners throughout the coun- 
try. Twenty-five boards replied to the 
questionnaires. Question number 1 was, 
“What level of ability should the CPA 
examination be designed to test, i.e., that 
of a junior, semi-senior, senior, or part- 
ner?” 

“All but five boards of accountancy who 
replied to the questionnaire were of the 
opinion that the examination should be 
designed to test candidates of senior status. 
Three states thought the examination 
should test men of at least semi-senior 
grade and two others felt that the examina- 
tion should be set for men of junior 
grade.” 

It seems, from an analysis of failures, 
from a knowledge of the examinations, 
and from some familiarity with the type 
of training offered in universities, that the 
training is not adequate for the examina- 
tions as given. It is obvious that present 
training would not be adequate if the 
examinations are designed to test semi- 
seniors or seniors. Many students, however, 
who are adept at working problems and 
who have benefited most from the type 
of training outlined herein should pass the 
examination within a year after gradua- 
tion. It should be noted, however, that 
many candidates fail the examinations who 
never went to college and who rely on a 
minimum of technical training or ex- 
perience consisting of only a small amount 
of general training. Such candidates swell 
the number of failures without casting any 
discredit on standard university schools of 
business. 

The American Institute of Accountants 
is constantly studying its examinations 
for the purpose of making them more and 


2 Year Book, American Institute of Accountants, 
1941, p. 85. 
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more reasonable for the changing situa- 
tions as they arise. In a recent editorial in 
the Journal of Accountancy, the official 
publication of the American Institute of 
Accountants, we find this significant state- 
ment under the caption, ‘Professional 
Standards.” 


From opposite sources, therefore, arise com- 
pelling pressures to keep the standards for admis- 
sion high enough to protect the public interest, 
and low enough to permit the entrance of candi- 
dates who can demonstrate qualifications realis- 
tically related to the requirements of actual 
practice. It is most dangerous to let the standards 
sag to the point where the public will suffer from 
the ministrations of unqualified practitioners, but 
it is almost equally dangerous to keep the stand- 
ards so high that the profession may be suspected 
of a desire to exclude too many newcomers, 


University schools of business can 
justify any course of action that will assist 
in meeting the situation, which presents a 
challenge if not a dilemma. Perhaps we 
should be satisfied merely to have some of 
the more fortunate ones pass the examina- 
tion. It would seem, however, that stu- 
dents with fine native ability and imagina- 
tion should be able to pass in rather large 
numbers within a year after graduation if 
they pursue the type of procedure we have 
been considering. 

There remains to be considered then 
only the naming of the university courses 
that should be offered to prospective public 
accountants in order to attain the objec- 
tives of the university in designing such a 
curriculum. I could present probably as 
many as fifty different curricula in which 
I would have considerable confidence as to 
results. Many of them would probably 
differ only as to the nature or extent of 
requirements in science, social science, oF 
humanities. Some would differ as to sug- 
gested requirements in subjects com- 
monly listed under economics and busi- 
ness. Some would probably differ in the 


3 March, 1946, p. 188. 
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nature of the specific requirements in ac- 
countancy courses. It can be said, however, 
without much hesitation, that about one- 
fourth (and certainly not more than one- 
third) of the total credit hours required for 
the bachelor’s degree should be a sufficient 
number to devote to accounting subjects. 
A bachelor’s degree for an accountant, it 
seems to me, should not be more highly 
specialized than that represented by a one- 
fourth or one-third proportion of technical 
subjects. If one wishes additional technical 
training he should take more courses fol- 
lowing the bachelor’s degree, registering 
for them as an undergraduate or graduate 
student. In the latter case, he should 
probably take some additional courses in 
the fields of business or economics, depend- 
ing on the extent of his specialization in 
accounting subjects in his undergraduate 
days. Such graduate work is most highly 
recommended. 

A typical four-year undergraduate cur- 
riculum to meet the objectives as presented 
in preceding pages ought to contain about 
the following proportions of subjects 
or some reasonable deviation therefrom, 
giving due recognition at all times to the 
fact that the person who is completing the 
curriculum is just beginning his profes- 
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sional career and that his education for 
maximum service has only begun: 


Subjects Per- 
centage 

English, rhetoric, language, speech 17 
Social science, exclusive of economics 12 
Science 5 
Theory of economics and economic 

systems 7 
Accountancy 27 


Other miscellaneous courses in eco- 
nomics and business, consisting of a 
selection from statistics, private 
finance, public finance, money and 
banking, insurance, transportation, 
marketing, business organization, 
etc. 32 


100 


These groups of courses are expressed in 
terms of the percentage relationship they 
bear to the total credit hours in the four- 
year course exclusive of military, physical 
education, and hygiene. This is a flexible 
list of subjects that can be modified without 
much difficulty to meet also situations in 
colleges or schools of business which are 
not operating on a four-year under- 
graduate basis. 

student presents for admittance into 


the university credit in advanced algebra, geometry, 
and a laboratory science. 


STATISTICAL CONTROLS APPLIED TO 
FINANCIAL STATEMENTS 


WI B. RIcE 


Ost top executives, except control- 
M lers, are not specifically trained 

in accountancy. Yet the top ex- 
ecutive spends much of his time on the 
financial aspects of his business and in the 
interpretation of accounting records. Some- 
times he finds himself studying detailed and 
massive accounting reports, trying to find 
in them the clues to his problems. The 


clues should be there, because a well- 
designed set of books should reflect each 
phase of a business operation, from the 
purchase of the raw material to the col- 
lection of the final payment, in the com- 
mon denominator of money value. But if 
the top executive has not been thoroughly 
trained in the specific skill of interpreting 
such figures, he may draw false conclusions 
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or, unable to draw any conclusion, may 
rely more than he should upon intuition 
and judgment. Any aid that he can enlist 
to quicken and sharpen his grasp of ac- 
counting figures should serve him well in 
time saved and decisions made more 
wisely. 

Here the statistician can help. One pur- 
pose of statistics is to describe and sum- 
marize masses of figures in a few words. 
“Average” is such a word; “dispersion” 
is another; “trend,” a third. When masses 
of figures are thus simplified, the executive 
can see at a glance the essential meaning 
of a detailed report, and can act upon it 
with more confidence. 

A previous article in the ACCOUNTING 
Review! outlined some of the writer’s 
earlier applications of statistics to account- 
ing data. Since then there has grown out of 
his thinking and experience a method of 
presentation that greatly enhances the 
value of the accounting department’s work 
and gives the chief executive of a company 
a comprehensive control over his opera- 
tions and his objectives. 

Action Charts (as the writer calls them) 
adapt the proved principles of statistical 
quality control to the analysis of financial 
statements. Monthly balance-sheet and 
operating figures for the previous three to 
five years are plotted, and trends and 
action limits are calculated and placed on 
the chart. Each chart contains two panels: 
one for dollars and one for a ratio. Nine 
basic charts are used to summarize the 
financial statements of any company, large 
or small. 

When the analysis of past data has been 
completed, top management can use the 
charts for setting goals or objectives in the 
future, and can follow month by month the 
progress made toward each goal. The 
accompanying illustration is an example of 


1 ‘Statistical Uses of Accounting Data,” AccouNTING 
Review, Vol. XIX, No. 3, July, 1944, pp. 260-266. 
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Chart Dollar Chart, Ratio Chart, 
Symbol Monthly Data Monthly Data 
A Net Sales Net Sales, Cumulated 
for Each Year 
B Net Profit before Net Profit as Percent. 
Taxes age of Net Sales 
¢ Cost of Goods Sold Cost of Goods Sold as 
Percentage of Net 
D Adminis: G 
inistrative,Gen- Expenses as Percent- 
eral, and Selling ageof Net Sales 
E Working Capital of Working 
‘apita: 
F Total Inventories Daestias of Inven- 
tories 
G Accounts Receivable Collection Period 
H Net Worth Turnover of Net Worth 
I Fixed Assets Fixed Assets as Per- 


centage of Net 
Worth 


Chart F (inventories). Data for this chart 
are derived from the financial statements 
of one of the writer’s clients. The upper 
panel shows total inventories in dollars 
from the balance sheet as of the end of 
each month. The lower panel shows in- 
ventory turnover, that is, each month’s 
net sales multiplied by twelve to give a 
yearly rate, and divided by total inven- 
tories at the end of the month. 

This chart was first drawn in January, 
1944, and covered the years 1940 through 
1943. The first trend and action limits 
were calculated and placed on the chart at 
that time. Here is illustrated one of the 
ways in which charts of this kind can serve 
management. As a source of information 
covering the past behavior of a business, 
they can reveal trends in sales, costs, 
profits, and net worth, as well as in- 
ventories, that enable the businessman to 
judge the health of his organization and to 
see the weak and strong spots in his past 
management. 

This and other purposes of action charts 
are discussed briefly in the following 
numbered paragraphs, in which the num- 


2 The statistical techniques used in calculating trends 
and limits grew out of those described in the previous 
— Space does not permit a full exposition of them 
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bers refer to the notes marked (1) (2) etc., 
on the accompanying illustration. 

(1) At the end of 1943 an interesting 
situation was revealed. For four years 
inventories had been rising rapidly—but 
so had sales, as the absence of long-term 
trend on the turnover chart indicated. 
Since fluctuations in dollar inventories had 
remained reasonably narrow, the wide 
limits on the turnover chart (from 7.0 
times to 11.8 times) pointed to erratic 
variations in monthly sales. These, in turn, 
were traced to fluctuations in factory out- 
put, caused by a breakdown of production 
control under wartime pressure. Out- 
standing examples of such breakdowns 
occurred in October, 1940, October, 1941, 
and December, 1942, low turnover in- 
dicating low production, and vice versa. 

From December, 1942, through Novem- 
ber, 1943, dollar inventories rose unin- 
terruptedly, breaking out of the upper 
calculated limit in August, 1943. This in 
itself was no cause for great alarm provided 
sales rose correspondingly; but the decline 
in turnover during the same period called 
a warning that inventories were rising 
more rapidly than were sales. By October, 
1943, the turnover was touching the danger 
line—the lower action limit. 

(2) In January, 1944, with the com- 
prehensive historical view afforded by the 
past data, the management of the com- 
pany established its 1944 inventory ob- 
jective. In order to reverse the downward 
turnover trend and bring it more in line 
with what was considered normal for the 
industry of which the company was a 
member, the inventory turnover goal for 
1944 was set at 10.5 times. The solid line 
on the turnover chart puts this goal in 
graphic form. A dollar-inventory objective 
was then derived by dividing estimated 
1944 sales by the turnover goal thus: 


Estimated 1944 sales................. $72,600,000 
Total inventory objective............. $ 6,900,000 
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shown in 1944 as the solid line on the 
dollar chart. 

Note how flexible such an estimate of 
inventories is. If actual sales should be 
considerably different from the sales esti- 
mate, dollar inventories should be allowed 
to deviate accordingly ; but the relationship 
between sales and inventories should be 
held as closely as possible to the pre- 
determined goal. That is, the turnover 
may be allowed to fluctuate within the 
limits drawn on the chart. It may be 
allowed to go above the upper limit be- 
cause that would be desirable; but if the 
line should go below the lower limit, an 
immediate investigation should be made 
and, if necessary, drastic action taken. In 
September, 1944, the curve at one point 
did go below the lower turnover limit, but 
the pressure that management applied at 
that time brought about a definite up- 
swing in the succeeding months. 

(3) When the time came to set the ob- 
jective for 1945 it was apparent that, in 
spite of wide fluctuations, the goal for 
1944 had been successfully met. In January, 
1945, therefore, the president of the com- 
pany decided to raise his sights again, and to 
take an 11.0 times turnover as his goal. The 
1945 sales estimate of $78,000,000 divided 
by this figure gave the dollar-inventory 
estimate of $7,100,000 shown on the chart. 

A previous study of competitors’ balance 
sheets and an analysis of the company’s 
operations had led to the conclusion that a 
twelve-times turnover was reasonable and 
desirable for this company. The plan was 
to reach the ultimate goal. by yearly steps 
difficult enough to challenge the best 
efforts of all the executives concerned, but 
not so difficult as to be impossible or dis- 
couraging. One of the greatest advantages 
of charts such as this is the aid they give 
top management in setting challenging but 
realistic goals, and in approaching year by 
year more closely to a long-range objec- 
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tive. The writer has yet to discover any 
other method that will give such coherent, 
rational, and morale-building results. 

(4) In January, 1945, the sales depart- 
ment had been instructed to put on a 
strong special campaign to clear out 
of finished inventory approximately 
$1,000,000 of slow-moving items. During 
the next two months the results of the 
campaign became apparent on the chart, 
and in March dollar inventories broke 
through their lower limit and turnover 
broke out above its upper limit. Both of 
these favorable signals teld top manage- 
ment that the sales department had done 
an excellent job. Top management men 
often wonder how they can correctly 
gauge the effectiveness with which their 
policies and instructions are carried out. 
Here is a clear and graphic tool by which 
they can measure the success of their ex- 
ecutives in fulfilling definite assignments 
and in carrying out general policies. 

(5) After the splendid results in the 
first part of 1945, it was a shock when the 
turnover chart broke out on the downside 
in July and August, whereas dollar in- 
ventories soared to new highs. Contract 
cancellations at the end of the war had 
caught the sales department unprepared to 
fill up the lost volume with regular-line 
goods. The factory found itself with large 
quantities of partly-finished war products 
still in process; at the same time new 
material had to be started through the 
plant to keep the machinery and men 
busy. Prompt action by management, 
however, forestalled a serious crisis. A 
sales meeting of all field men, held in 
September, boosted October sales so that 
inventory turnover returned nearly to 
normal. Dollar inventories remained at a 
higher level until contract cancellation 
agreements were signed, and they also 
returned to normal as the flow of peace- 
time productions began to get under way. 


It might be argued that these effects of 
the end of the war would have been 
realized by top management without the 
aid of the chart. That is undoubtedly true, 
but the strength of action charts is found 
in a number of factors: (a) in their graphic 
appeal to understanding through the eyes, 
(b) in the power they have to sell all levels 
of supervision on the necessity and wisdom 
of management policies, and (c) in the 
completeness and clarity with which they 
enable the men at the top of a business to 
trace the effects of such external events as 
war, peace, price changes, booms, and de- 
pressions. A single chart on inventories or 
any other aspect of the business does not 
alone suffice; but in a comprehensive set of 
charts good understanding is often greatly 
strengthened by the interrelations so easily 
perceived. 

The more deeply this graphic method 
penetrates into a business, the more useful 
it can be. The chart on total inventories 
can be supported by a series of subsidiary 
charts on finished goods, work in process, 
raw materials, and supplies. Total sales 
can be itemized by territories and by 
products. Costs can be broken down as to 
labor, raw materials, and overhead. De- 
partmental budgets can be set up and con- 
trolled. No claim is made that action 
charts are all-inclusive or all-revealing. 
However, the writer’s experience shows that 
they do put into the hands of management 
another modern, scientific tool for improv- 
ing the effectiveness of operating control. 

As to the significance of the dotted ac- 
tion limits shown on the chart a further 
word should be said. The action limits are 
the rails upon which a business should be 
run in order to reach the desired objective. 
Wherever they appear they define the area 
of acceptable results, and call for some- 
thing to be done when any department, 
individual, or circumstance fails to be ac- 
ceptable. They need not be calculated 
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mathematically except upon past data. 
For future guidance the limits can be set 
by management; and, by placing upon 
management the responsibility for defining 
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clearly what is desirable and what is not, 
these limits can sharpen the thinking and 
clarify the judgment of the men who make 
the final decisions. 


INTERNAL CONTROL IN INDUSTRIAL 
ORGANIZATIONS® 


W. S. SWAYZE 


has lately attained a great deal of 

prominence, the impression seems 
to be that its importance has arisen as a 
result of comparatively recent events, 
However, internal control was not pushed 
upon the accounting world by the Securi- 
ties and Exchange Commission; nor did 
its importance arise as a result of the 
numerous investigations of auditing and 
auditing procedure which came as a result 
of the so-called McKesson & Robbins 
case. The subject has been an important 
matter for many years, increasing in mag- 
nitude as the size of business organizations 
increased and management was thus re- 
moved further and further from direct 
knowledge of the details of operations and 
the efforts at maintenance of enterprise 
values. 

The establishment of proper accounting 
organizations embracing adequate systems 
of internal check and control became of 
particularly early interest to the public 
accountant. As business expanded, it 
became increasingly apparent that detail 
audits would be feasible in fewer and 
fewer instances, whereas the public ac- 
countant was being called upon to certify 
to the accounts of increasingly larger 
enterprises. Therefore, for several decades 
he has been vitally interested in the estab- 
lishment of more effective systems of in- 


Sis the question of internal control 
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ternal control as, with the virtual abandon- 
ment of the detail audit, the extent of the 
effectiveness of these systems has neces- 
sarily controlled the ebb and flow of his 
auditing procedures: that is, the contrac- 
tion and expansion of procedures which he 
has designed to disclose the facts ade- 
quately with an economically feasible 
expenditure of time and effort. Inciden- 
tally, in passing, I should like to make the 
point that the public accountant is not 
necessarily approving the system of in- 
ternal control in effect in his client’s or- 
ganization when he states in his certificate, 
‘“‘We have reviewed the system of internal 
control... . ” By continuing his certificate 
without qualification, he is only stating 
that he has made an examination which, 
in the light of the system of internal con- 
trol in effect, enables him to certify to the 
accounts under review. 

As the subject of internal control is so 
often associated almost entirely with the 
prevention of defalcations, it may be well 
to discuss our understanding of the term. 
Custom and convenience have caused 
internal control to be referred to as if it 
had a separate identity or existence; this 
is far from the facts. It is part and parcel 
of the accounting system, although per- 
haps evaluated from a particular point of 
view. 

Writers of texts and accountants in dis- 
cussions have attached all manner of 
meanings to the term “system of internal 
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control,’ but it is usually defined in a 
rather narrow and restricted sense. It is 
frequently described somewhat as follows, 
“those measures and methods adopted 
within an organization itself to safeguard 
the cash and other assets of the company 
as well as to check on the clerical accuracy 
of the bookkeeping.’ This, to me, implies 
a narrow concept, although it may intend 
much more. It emphasizes the concept of 
protection, the guarding of assets from 
misappropriation. There is also the im- 
plication of separate and distinct proce- 
dures superimposed upon the other pro- 
cedures of the accounting system. Internal 
control actually embraces a larger field, 
and it makes a more objective contribu- 
tion to the accounting function. 

Internal control, to me, is nothing in the 
world but proper accounting organization. 
It is that distribution of duties and or- 
ganization of routine which produces 
accurate, timely, and informative reports 
and statements in the ordinary course of 
events, rather than as a result of a turbu- 
lent and sustained effort on the part of 
supervisory accounting personnel as the 
deadline nears, as so often happens. It is 
that system which uses available talent 
to the very best advantage and employs 
records so designed that each is necessary 
and collateral to the other, rather than 
overlapping and duplicating. It is that 
system which also safeguards and controls 
so well that it becomes extremely difficult 
for assets to be misappropriated and the 
fact remain undetected. While we are 
generally avoiding the protective features 
of internal control in this discussion, it is 
an interesting observation that an ac- 
counting system not so organized often 
serves as a means of defeating its own 
purpose in that respect. It allows assets to 
be diverted while the figures still stand as 
strong evidence that the property has not 
been misused. 

If we are to attempt to define internal 
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control in a few words, a preferable defini- 
tion seems to be the one given by Victor Z. 
Brink in his book Internal Auditing. He 
says, “Internal control refers to the 
methods and practices of all kinds whereby 
the accounting forms and records, and the 
procedures affecting their use, are all co- 
ordinated and operated in such a manner 
that management derives from the ac- 
counting function the maximum utility 
for its purpose of information, protection 
and control.” Mr. Brink’s definition re- 
lates itself to the entire accounting cycle, 
its forms, methods, and procedures. In- 
ternal control becomes the proper co- 
ordination and combining of all the in- 
dividual parts of the accounting system, 
and not just those referring to cash and 
securities. 

It is not practicable here to attempt to 
set forth any complete outline of an effec- 
tive system of internal check and control. 
To present any comprehensive list of neces- 
sary principles would involve discussion of 
such fundamentals as double-entry book- 
keeping—which we have generally found 
to be the most effective basis for internal 
control—or such details as prenumbered 
forms. Rather than attempt this, I should 
like to give some of the principal criticisms 
of systems of internal control as we find 
them. I shall make an effort to deal with 
criticisms having a general application, 
and explain how they have applied to 
specific instances. It may be well, however, 
to point out that none of these criticisms 
relate to our clients’ organizations. I 
should also like to mention that these 
criticisms apply to wartime industry prob- 
ably to a larger extent than to peacetime 
organizations. Nevertheless, the same 
shortcomings have a tendency to creep 
into even the best regulated systems. 

1. There are places where excellent 
systems have been devised and installed— 
a great deal of constructive thought and 
sometimes considerable expense being put 
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into their creation—but the systems never 
operated as intended. There was no 
follow-up after the procedures were estab- 
lished to determine whether they were 
functioning as intended, whether direc- 
tions were being followed or even whether 
the procedures fitted the situation or 
because of unforeseen difficulties had not 
the slightest chance of functioning effec- 
tively. In many such cases, excellent 
replies were obtained from accounting 
department heads in reply to questions 
regarding internal control. Further in- 
vestigation often disclosed, however, that, 
while the accounting official had a very 
good idea as to how his department should 
operate, he was woefully ignorant as to how 
it actually functioned. 

In mentioning this, I am not referring 
to the multitude of details which no one 
in any administrative capacity could ever 
hope to remember at all times. I am speak- 
ing of instances like the one in which a 
considerable variation existed between 
the book and the physical inventories. 
Since the material involved was used for 
construction, it could not easily be carried 
out of a fenced and guarded plant without 
proper authorization. Investigation un- 
covered several hundred unrecorded req- 
uisitions which substantially accounted 
for the difference. The accounting system 
in use provided for prenumbered requisi- 
tion forms; but since numerous series were 
in use at one time, there had never been 
any attempt to account for all numbers. 
Correction was made by adopting the 
practice of numbering requisitions at the 
issue window of the warehouse. This in- 
volved only the purchase of a small hand- 
operated numbering machine, and made 
the accounting for requisition numbers 
and accounting-period cutoffs a simple 
matter. 

There are other examples of excellent 
procedures for the detection of irregu- 
larities but with no follow-up or investiga- 
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tion of differences uncovered. For instanee, 
I have seen work divided in a large or. 
ganization to the point where one person 
did little else but reconcile bank accounts, 
However, when he discovered anything 
unusual or perhaps irregular, he referred 
the matter to the cashier for action and 
promptly dismissed it from his mind. The 
cashier of course, was the very man 
toward whom most of his efforts were sup- 
posed to be directed. 

2. Another prevalent weakness in ac- 
counting systems seems to be that the 
procedures and methods do not properly 
fit the situation. Any system must be 
adjusted to fit the needs, the size, and the 
complexity of the organization, or it does 
not serve its purpose. Many accounting 
executives, becoming overzealous in de- 
signing systems of internal control, have 
adopted methods and procedures such as 
are used by much larger and more complex 
organizations than their own, when a more 
simple and direct procedure would have 
been much more effective and desirable. It 
is not necessary, for example, to carry the 
segregation of duties in a small organiza- 
tion to the point where, as one business- 
man expressed it, if the principles of in- 
ternal control were followed, only the 
janitor would be eligible to reconcile the 
bank accounts. This employer had only a 
few accounting and treasury employees at 
the time and was handling large amounts 
of government funds. He was seriously 
concerned about the situation and did not 
want to leave his organization open to any 
future criticism regarding the control of 
government funds. A system was worked 
out which suited his responsibilities, and 
the janitor has not yet been called upon to 
reconcile the bank accounts. 

Larger organizations are probably more 
guilty of oversystematizing than are the 
smaller ones; the latter are more often 
guilty of having no system. Branches and 
small subsidiaries often adopt practically 
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all the accounting procedures and forms of 
the much larger home office or parent 
company. These systems probably work 
well in the parent organization and their 
use in the small offices is sometimes 
justified by the fact that it is desirable for 
the accounting in all locations to be on a 
similar basis. Frequently, however, bur- 
densome and complicated procedures are 
installed merely because the individuals 
involved came from the parent company 
and were long trained in doing matters a 
certain way. In one example a major oil 
company, because of the centralization of 
accounting in its home office, requires of 
its various refineries and offices a daily 
report of materials received into stock and 
materials issued, the related requisitions 
remaining at the operating plant. When a 
comparatively small subsidiary was formed 
most of the accounting procedures of the 
parent were adopted. This was carried 
to the extent that, although the ware- 
house of the subsidiary was easily acces- 
sible to its general office, the warehouse 
retained all three copies of receiving re- 
ports and requisitions and laboriously 
typed daily detailed reports of materials 
received and issued solely to furnish a 
source of original entry to the accounting 
department. Carbon copies of the re- 
ceiving reports and requisitions are now 
forwarded to the accounting department 
and an unnecessary duplication has been 
eliminated. 

Oversystematizing is probably most 
easily recognized in cost systems. Some 
cost accountants seem to delight in forming 
departments or cost centers. If left alone, 
they will often attempt departmentaliza- 
tion of practically every operating unit in 
the plant, however small. Such complica- 
tions and red tape, however, only make the 
accountant’s selling job to management a 
more difficult one. Frequently they will 
prevent him from getting the cooperation 
from operating departments he requires 
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to make his own efforts an unqualified 
success. 

3. Systems of internal check and con- 
trol often are well designed to fulfill a 
particular need and then are not con- 
sistently followed. Employees are some- 
times allowed to invalidate by exceptions * 
a system that is excellent otherwise. This 
usually begins as a matter of expediency 
which may speed up the routine at the 
time; but it can certainly make worthless 
the most complete system of control in a 
remarkably short period of time. The 
allowance of exceptions becomes a habit 
and, when permitted, is taken advantage 
of more and more frequently by employees. 
The malpractice may come as a natural 
result of an overcomplicated system of 
accounting and control. The burden of red 
tape may have become so irksome and 
heavy that employees shirk the routine 
whenever possible. However, it has often 
seemed that this rather loose attitude 
toward established procedure, when pres- 
ent at all, tended to permeate an entire 
accounting organization. In other words, 
it appeared to come from the attitude of 
executive personnel. When the accounting 
executives demanded discipline and did 
not lightly dismiss serious exceptions 
brought to their attention, employees did 
not often take the liberty of not following 
required procedures. 

Exceptions are also often brought about 
by ignorance. Employees may not be 
adequately trained and may be given their 
instructions orally. Verbal instructions 
have a peculiar way of being misunder- 
stood or forgotten. I shall place more 
emphasis later upon the importance of 
written procedures. 

It is not difficult to recall various ex- 
amples of exceptions which actually sabo- 
taged a system. One of them was a situa- 
tion in which control was established over 
outgoing materials by requiring the issue 
of material pass-out slips signed by certain 
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authorized executives before material 
could be taken out of the plant. The 
material involved included such items as 
clothing, expensive small tools, and cafe- 
teria supplies, and was under the control 
of the storekeeper, who was not authorized 
to sign the slips. However, with the knowl- 
edge of the executive in question, the 
storekeeper gradually adopted the practice 
of signing the authorized executive’s name 
as a matter of convenience. That system 
was no longer controlling. 

4. There is another weakness encoun- 
tered in various organizations and in 
varying degrees. It is a condition which 
has been increasingly prevalent during the 
war and will probably persist until the 
manpower situation greatly improves. 
That is the concentration of duties in a 
restricted number of people because the 
accounting executive in charge considers 
them the only individuals on his payroll 
capable of doing the work. This is a situa- 
tion which most accounting officials have 
probably had to fight hard during the past 
few years. The matter in some organiza- 
tions reached almost ridiculous proportions 
and represented the virtual abandonment 
of any type of system. The work was done 
by a few old employees who merely farmed 
out piecemeal those portions of the work 
they felt it was safe for some of the in- 
experienced help to perform. The latter 
employees had very few routine procedures 
for which they were responsible and did 
only that work which their superior gave 
them from day to day. 

The practice is a vicious one. It not 
only forces the entire accounting organiza- 
tion to depend upon too few individuals 
but it tends to perpetuate itself in that it is 
poor executive training for supervisory 
employees at the lower levels. These em- 
ployees become highly skilled and profi- 
cient in doing the work required if they 
can do it all themselves, but they become 
confused and inefficient when attempting 
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to direct others in doing the same work, 
They become skilled laborers rather than 
executives. 

Further, it is also vicious because many 
accounting executives, under the pressure 
of their own difficulties, do not realize that 
the practice has crept into their depart 
ment, at least not to its actual extent. 

This situation when present, can be 
eased materially by the adoption of writ. 
ten procedure manuals, which will, in 
turn, greatly facilitate the training of new 
employees and the proper distribution of 
duties. 

5. While the concentration of work in 
too few people is basically a wartime situa- 
tion, there is another criticism which may 
be made of a good many organizations in 
both war and peace. This is the retention 
of old and antiquated procedures which do 
not fit the situation today. I refer to 
systems which were established in years 
past and are followed today merely be- 
cause—and I quote many voices—‘“‘Why, 
we have always done it that way.” Thisis 
usually considered a good and just reason 
for any practice, and no other explanation 
is thought to be necessary. This situation 
seems to develop as a matter of inertia. 
Either everyone is too immersed in detail 
to consider modernizing the procedures or, 
as I have seen in a few cases, the system 
was established by the present chief ac 
countant’s superior, who has since been 
promoted. In such situations, the chief 
accountant is often very reluctant to 
criticize or attempt any basic improve 
ments of the system. 

Nevertheless, the requirements of busi- 
ness are changing too rapidly for an ac 
counting system not to need constant 
change and reconsideration. It cannot 
remain static and continue to be effective. 
It is somewhat like a man’s education in 
that it cannot be maintained at a level 
once reached without further effort. Any 
attempt to remain stationary can only 
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result in moving backward. Constantly 
changing conditions demand new methods, 
new arrangements of personnel, new pro- 
cedures, and new equipment. Accounting 

ents and accounting executives 
must be at least as progressive as the 
operating departments or, instead of being 
considered an important aid to manage- 
ment, they will find themselves badgered 
and condemned as a “necessary evil.” 

While there is no substitute for an ag- 
gressive and informed executive in keeping 
the accounting system abreast of the times 
and of his organization’s tempo, there are 
various methods which we may discuss 
without giving consideration to this point 
which is a human element and entirely up 
to the individual concerned. 

For example, there is the written proce- 
dure manual, of which we see so little. It is 
rather difficult to understand why an 
accounting officer, who is usually as in- 
sistent as an attorney about requiring all 
things to be in writing, will only “brief” 
his own employees orally in long and 
detailed procedures, and thus trust his 
office routine to habits and memories not 
always of the best. 

The procedure manual can be a most 
efiective method of fixing responsibility 
and for insuring that the details of an 
office will function in the manner intended. 
It cushions the shock of the inevitable 
changes of any progressive. organization. 
The manual should outline the duties and 
responsibilities of each section in con- 
siderable detail as well as the approved 
method of initiating, routing, and recording 
transactions. It must, of course, be well 
organized and should be in loose-leaf form 
in order that it may be easily revised. 

Departmental and organizational con- 
ferences and meetings appear to me to be 
helpful if properly and seriously organized. 
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The meetings of section heads within the 
accounting department should help the 
individuals concerned to understand the 
“why” of certain procedures which some 
of them may consider a burden on their 
own small groups. Organizational meetings 
of: departmental heads at the top levels 
should be most welcome to the accountant. 
He should be able to discover here various 
ways in which he can be of more service to 
management, and he certainly has an ex- 
cellent opportunity to explain the neces- 
sity for information he constantly requires 
of reluctant operating personnel. 

Beyond this, for concerns that are large 
enough to warrant the expense, there is an 
excellent aid to accounting and internal 
control in an internal auditing department. 
An internal auditing staff headed by an 
individual with sufficient ability and 
vision to realize the full scope of the pos- 
sibilities of his position, and the aggres- 
siveness to do something about it, can 
make a real contribution to the efficiency 
of his organization. He should be a friendly 
but aggressive critic of procedures and 
methods; and his personality must be such 
that his criticisms do not breed resentment. 
If he conducts himself in this manner, his 
very presence will cause employees to 
follow established procedures and to at- 
tempt greater accuracy and efficiency. 

This appears to me to be an excellent 
field from the ambitious individual’s point 
of view. It is a field that is attaining new 
recognition and importance as fast as it 
contributes more and more to manage- 
ment. The capable internal auditor has 
the opportunity to make numerous special 
and valuable reports and to advise man- 
agement from the point of view of a more 
or less detached observer who devotes full 
time to a critical examination of the prob- 
lems of a particular business. 
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REDUCING ACCOUNTING COSTS 


V. F. Covert 


ucH has been said and written 
M about the miracle of production 

accomplished by American in- 
dustry during the war; and undoubtedly 
most people think of that accomplishment 
in terms of such items as tanks, planes, 
ships, etc., which were produced in un- 
believable quantities. Accountants may 
not wish to use the word “miracle” as 
applying to their contribution to the war 
effort. But they are in the best position to 
appreciate the accounting problems paral- 
leling the increased production demands. 
These have arisen because new products 
going through the factory created new 
cost and estimating problems. Additional 
accounting records were brought about by 
an increase in government requirements 
under the Walsh-Healy Law, the Wage and 
Hour Law, etc., and also by the fact that 
government business entails many require- 
ments which are not necessary, or are less 
needed, in our commercial operations. 
Cost contracts, cost-plus-fixed-fee con- 
tracts, OSRD contracts, certificates of 
necessity, and the operation of government 
plants all required special accounting pro- 
cedures, and in addition accountants took 
a much more active part than usual in the 
planning and direction of wartime ac- 
tivities. 

I believe that accountants were forced to 
work more closely with mangement 
during the war than at any other time in 
the history of American business. This op- 
portunity for the accountant to broaden 
his thinking should not, and probably will 
not, be lost in the return to regular com- 
mercial operations. But present conditions 
invite serious consideration of our future 
accounting policies and practices, partic- 
ularly those in the larger manufacturing 
companies. 


In most large companies, the sales, 
engineering, and manufacturing organiza- 
tions were able to drop very quickly the 
activities and requirements peculiar to 
wartime government business, and could 
concentrate upon the reconversion to 
peacetime production. Accountants, how- 
ever, continue to have a great deal to doin 
developing the necessary detail costs and 
preparing claim information necessary in 
completing the settlement of cancelled 
and terminated contracts. At the same 
time we have to keep in step with the 
operating department’s reconversion pro- 
gram in order to maintain the same quality 
of service to our company as was given 
during the war period. 

One of the immediate and most impor- 
tant problems of the accountant in a large 
company is to review the special proce- 
dures, records, and statements essential 
to wartime production and eliminate those 
not absolutely necessary to peacetime 
operation. At the same time he must plan 
the most economical and efficient peace- 
time operation that can be organized to 
maintain the proper service and relation- 
ships in the immediate period ahead. | 
believe there are four basic principles 
which, if carefully followed, will go a long 
way towards insuring good accounting 
operations for providing prompt and ac- 
curate accounting information. These four 
principles are: 

(1) Develop an organization of people 
and of clerical procedures that will 
permit segregation of the work of 
handling large volumes of identical 
papers and simple, economical, and 
routine operations. The selection 
and proper application of modem 
office appliances to these routine 
operations is important. 
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(2) Having developed the procedures 
and selected the equipment, estab- 
lish production and time schedules 
for each operation so that there is a 
steady and controlled flow of all 
detail papers from point of origin to 
ultimate completion. 

(3) Make a constant review (a) of re- 
ports, statements, and reference 
records to eliminate duplication and 
insure that the use justifies the cost 
of operation, and (b) of paper 
records of transaction to insure, as 
far as possible, that the necessary 
information has been completely, 
accurately, and promptly recorded. 

(4) Assist in developing the plan of or- 
ganization of operating departments 
to keep transactions to a minimum 
and to avoid complicated, repeti- 
tive, and combined operations. 

The automobile industry was probably 
the first large industry to recognize the 
possibilities of breaking down the con- 
struction of a complicated piece of ap- 
paratus into simple, routine, repetitive 
operations and to place each operation in 
its proper position in the factory in relation 
to all the prior and the subsequent opera- 
tions. To accomplish this, it was obviously 
necessary to visualize the source and 
manner of providing original raw materials 
and to have an exact knowledge of the 
finished product. Having studied in minute 
detail the sequence of operations neces- 
sary to convert the raw materials into the 
fished product, production men were 
able to see how detail routine operations 
might be determined, and to provide 
special training, special tools—even special 
screw drivers and wrenches—so that the 
operation would be the most efficient that 
could be conceived. 

I believe a similar vision of many of our 
accounting operations invites the same 
segregation to detail specific operations 
and the providing of special tools for each 
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job. These tools can be special desks, 
special forms, special calculating equip- 
ment, bookkeeping machines, tabulating 
equipment, or any of the hundreds of 
items available for economical office opera- 
tion. I want to emphasize that the opera- 
tion in itself can only be efficient and 
economical when it is set up in its proper 
relation to the over-all production line, and 
when the office appliances used in the 
operation are properly applied and con- 
tribute to a smooth flow of work. There 
have been many instances in my experi- 
ence in which, in an attempt to take ad- 
vantage of modern office appliance fea- 
tures, we have overlooked the advantages 
of conceiving and maintaining production 
operations that would insure the proper 
fitting of individual routine operations into 
the over-all'schedule. In one instance we 
found that in our attempts to take full 
advantage of modern office equipment we 
actually increased the cost of the opera- 
tion. 

In most large companies, two of the 
routine operations in the payroll depart- 
ment are (1) to calculate the gross earnings 
of the employee and (2) to pick up gross 
earnings and make the necessary payroll 
deductions while developing both the net 
cash payment to the employee and suffi- 
cient deduction detail to account properly 
or the respective deductions. There are a 
number of office appliances which will com- 
bine the operation of calculating the gross 
pay and carrying the records through to 
the final net pay figure, and at the same 
time provide the necessary detail deduc- 
tion information. For several years we 
used such equipment with satisfactory re- 
sults. But later, with the above basic prin- 
ciples in mind, we made a very careful 
study of the operation and found that we 
could do a better and more economical job 
by dividing the over-all operation into two 
routine elements; (1) calculating gross pay 
and (2) picking up gross pay and carrying - 


ales, 
iza- 
the 
r to 
ould 
1 to 
ow- 
do in 
and 
in 
elled 
same 
the 
pro- 
ality 
riven 
por- 
large 
roce- 
ntial 
hose 
time 
plan 
eace- 
sd to 
tion- 
ad. I 
iples 
long 
nting 
ac- 
four 
eople 
will 
rk of 
tical 
, and 
ction 
»dern 
utine 


280 


it through to the net pay, with the deduc- 
tion record as a by-product of writing the 
check for the employee. To be sure, this 
involved additional items of equipment 
but the over-all result was more economi- 
cal. It reduced the possibility of a bottle- 
neck through machine breakdown; it made 
it possible for employees to be trained more 
quickly and become more efficient on the 
divided operation. This meant that we re- 
duced our cost by making two operations 
out of what previously had been set up as 
one combined operation. This example il- 
lustrates what is meant by the “‘segrega- 
tion of simple, economical, and routine 
operations, and the application of appli- 
ances to these operations.” 

In dealing with the second principle we 
can well afford to keep our thoughts on 
the automobile industry’s production line. 
Only by carefully planning and establish- 
ing the proper sequence of simple routine 
operations can we obtain the desired con- 
tinuous, steady, and controlled flow of de- 
tail papers from their creation to their 
ultimate completion. Obviously, only by 
a careful determination of the time neces- 
sary to complete any of the routine opera- 
tions can we determine the number of em- 
ployees and the equipment needed to in- 
sure continuous flow through each of the 
points at which these routine operations 
have been established. Again an example 
will best illustrate this particular principle. 
In planning our operation from the point 
of picking up the time slip from a workman 
to the time at which he will be paid for 
that work, we have found it most econom- 
ical actually to schedule each operation 
throughout the whole series. In one plant 
with about six hundred hourly-rated em- 
ployees, we first designed a card on which 
was recorded each step necessary to get 
the time report from the workman to the 
payroll department. These steps might be 
somewhat as follows: 

(a) Time clerk gets the time report and 
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delivers it to the foreman for ap- 
proval. 

(b) Inspector must approve for quality 
of work. 

(c) Stock controller might be required 
to receipt for quantity of items com- 
pleted. 

We planned to pay all of these em- 
ployees weekly, in the week following that 
in which the work was done. A certain 
number of employees were to be paid on 
Tuesday, more on Wednesday, some on 
Thursday, and the rest on Friday. We pre- 
pared a card for each employee with all 
these clerical operations recorded on it. 
This card was actually taken to the em- 
ployee, who signed a statement to the ef- 
fect that he understood that if he did not 
have his final time reports for each week 
ready by 9:15 a.m. on Monday of the fol- 
lowing week, he would not get paid at 2:00 
p.M. the following Thursday. The fore- 
man signed: “I understand that if I do not 
complete the approval of time reports for 
employee #346 by 9:45 a.m. Monday, he 
will not be paid at his scheduled time of 
2:00 p.m. Thursday.” The inspector signed 
a similar statement regarding approval of 
the quality of work claimed to have been 
completed, and the actual time his own 
work must be completed. The stock con- 
troller signed a similar card recognizing his 
responsibilities. The payroll supervisor 
signed a card which in effect guaranteed 
that if the time reports for employee #346 
were delivered to him by 11:30 a.m. Mon- 
day, he would have the pay check ready 
by 2:00 p.m. Thursday. 

This example of scheduling clerical oper- 
ations was at first met with suspicion. But 
after it was actually put into effect it not 
only resulted in a very satisfactory reduc- 
tion in our clerical costs of preparing pay- 
rolls but soon had the enthusiastic support 
of the program by those involved. Ina- 
dentally, in the first week or two some 
people involved in the series of operations 
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were not quite sure that we meant what we 
said, and either carelessly or intentionally 
delayed completing their particular part 
in the program. To be sure, the payroll de- 
partment could have picked up these 
minor delays; but according to the pre- 
arranged schedules we deliberately refused 
to pay the employees. The result was that 
the personnel department and the general 
superintendent had very vigorous com- 
plaints from the employees, but we had the 
necessary backing to enforce the program 
and the trouble disappeared within two or 
three weeks. I believe this example is a 
good illustration of what is meant by basic 
principle number two. 

Regarding the third principle, most peo- 
ple who have been employed in large in- 
dustrial accounting organizations for any 
length of time fully appreciate the need for 
constant and continuous review of various 
statements and records to insure that they 
are kept up to date and reflect the chang- 
ing conditions within a growing organiza- 
tion. While this constant review is essen- 
tial, it is probably well enough understood 
so that no particular emphasis need be 
placed on it here. 

However, I believe that a careful study 
of the documents processed through the 
accounting department will probably show 
a surprisingly large proportion of detail 
papers originating outside the accounting 
department, for example, detail descrip- 
tions of articles shipped, articles pur- 
chased, materials received, requisitions for 
raw materials for stores, etc. Individuals 
who create an accounting document are 
more likely to be interested in completing 
the transaction from its physical side than 
from the record-keeping point of view; and 
too frequently there is carelessness in 
recording complete and accurate infor- 
mation. The obvious result is that such 
information when processed thrcugh the 
accounting department either produces in- 
correct results or, if the error or omission is 
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discovered before the final result is tabu- 
lated, the cost incurred in getting complete 
and accurate information is many times 
the cost of a little more care in originating 
the form. 

It is generally true that the higher up in 
the organization one goes, the more ap- 
preciation he finds of the value of perform- 
ing each recording operation accurately; 
but there is still need for a great deal of 
training or teaching of production clerks, 
inspectors, order clerks, stock room clerks, 
and others by the accountant. Almost 
every one recognizes that an actual loss 
occurs if a piece of raw material is partly 
processed before a flaw is discovered; 
therefore we find inspection procedures 
coming early in a shop-production cycle 
and operated rather continuously through 
the complete cycle so that mistakes are 
caught before too much waste of effort 
has been incurred. Something of this sort 
needs to be introduced to insure accuracy 
in the early stages of handling accounting 
documents. If we could find a satisfactory 
way to bring out the cost of “defective 
work”’ in our clerical operations it would 
help in saving clerical expense. 

The fourth principle deserves most care- 
ful attention. Every accountant in an in- 
dustrial organization has many, many 
times heard the operating man’s com- 
plaint about red tape, unnecessary records, 
etc. But too little is made of the fact that 
the accountant does not create the transac- 
tions; the so-called paper work is intro- 
duced only because it has been determined 
that transactions created by administra- 
tion, sales, engineering, or manufacturing 
departments and by government regula- 
tion necessitate a record. Transactions are 
created not only by sales and purchases 
but also in great numbers by policies and 
regulations. 

As an example of how transactions are 
created by policy or government regula- 
tions consider payroll-tax deductions. At 
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all plant locations we have withholding 
tax and Federal old-age benefit deductions 
and, in some locations, we have a state 
unemployment compensation tax and state 
or city income taxes to deduct. For each 
of these we record a separate transaction 
(deduction) each week (or month) and 
accumulate the deductions into one total 
for each of the four taxes each month, or 
quarter, or year, and pay the total so ac- 
cumulated to a government agency. We 
also accumulate for each of the four taxes 
the wages earned for the quarter, or year, 
and report the totals so accumulated, as 
well as the total tax foreach employee, to 
the government agency. If we could ignore 
the letter of the law and were required to 
live up only to the spirit of it, or if we 
could start over and make one regulation 
that would permit one weekly or monthly 
deduction with annual settlement on the 
basis of an accurate distribution of funds 
deducted, innumerable transactions which 
now necessitate separate records could be 
avoided. 

It is probably the fault of the account- 
ant that this condition or situation relative 
to paper transactions has not been better 
understood throughout the organization. 
Generally, accountants have gone on the 
defensive when there was a complaint of 
too much paper work or red tape, whereas 
they should present the facts and show the 
organization that such accounting records 
are in existence only because the operating 
departments have so planned their pro- 
cedures as to make record keeping essen- 
tial in many unnecessary stages. An ex- 
ample will help illustrate this point. 

In our line of products, a great many 
sheet-steel punchings are required, and 
the natural plan of the manufacturing de- 
partment had been to locate the punch 
presses in a way to insure the most con- 
tinuous operation, even though it meant 
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serving several different machining or as- 
sembly departments located at varying 
distances from the punch presses. Recent 
studies of this particular production lay- 
out developed the fact that presses could 
be located in the department using the 
product, and the saving obtained in the 
handling of material justified relocating 
the equipment. I am sure that the op- 
erating people were much surprised when 
told that the elimination of the inter- 
departmental paper work would prob- 
ably produce a saving equivalent to that 
obtained through the reduced material 
handling. 

Lest this seem to be an exaggeration, I 
want to point out that the various de- 
partments have definite problems to meet in 
attempting to schedule their own produc- 
tion or planning to fit in with the centralized 
punch-press operation, in carrying on the 
necessary interdepartmental contacts 
needed to maintain production schedules, 
and in doing the paper work necessary to 
order material, to record the movement of 
material from raw-materials storerooms to 
presses and from presses to the depart- 
ment where it is finally used. In other 
words, paper work does not just happen; 
it is the result of considerable prior effort 
on the part of two or more employees who 
have agreed to carry out specific transac- 
tions. The document or record merely con- 
firms the transaction agreement. 

This particular principle or phase of an 
economical clerical operation probably 
offers the largest field for large and im- 
mediate savings. It might be summed up 
by saying when we reduce or eliminate an 
interdepartmental transaction, we reduce 
or eliminate the attendant clerical expenses 
accordingly. Let me repeat: The best way 
to reduce clerical expense is to eliminate 
every unnecessary transaction which re- 
quires the making of a record. 
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HE Revenue Act of 1942 established 

legislation regulating the manner of 

taking war losses. The right to de- 
duct such losses in computing taxable 
income had already existed under the 
casualty-loss provisions of the income tax 
law. The major objectives of the new 
additions to the Code were: 

1. To establush rules for the fixing of 

loss dates for tax purposes. 

2. To make loss deductions more readily 

available to taxpayers: 

a. By defining the classes of property 
giving rise to deductible losses, 
and 

b. By providing a procedure for de- 
termining the amounts of losses. 

3. To provide the tax treatment of re- 

coveries. 

After the first World War, property 
losses were difficult to establish, because 
there was a lack of specific provisions in 
the law and regulations, and this gave 
tise to delays, complications, and numer- 
ous inequities. Section 127 of the 1942 
Act was provided to avoid a repetition of 
the previous experience. The taking of de- 
ductions was facilitated by allowing them 
on the presumption that the property had 
been destroyed or seized. As an illustra- 
tion, loss deductions with respect to 
property in enemy countries were made 
available to a taxpayer without proof of 
actual destruction or seizure. 

In general, as to losses, Section 127 of 
the Internal Revenue Code provided that 
if property not in enemy countries was 
actually destroyed or seized on or after 
December 7, 1941, in the course of military 
or naval operations by the United States 
or any other country engaged in the war, 


the loss could be taken on any date estab- 
lished to the satisfaction of the Commis- 
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sioner, between the last date it was deter- 
mined that the property might be con- 
sidered as destroyed or seized and the 
earliest date on which it was determined 
that the property was destroyed or seized. 
As to property in countries at war with the 
United States or within any area under 
the control of an enemy country, the date 
of the loss was fixed as the date war was 
declared by the United States on such 
country. With respect to property located 
in an area coming under enemy control 
after war was declared by the United 
States, it was provided that the tax- 
payer could choose a date between the date 
such area was under control of the United 
States or a friendly country and the date 
under which the area was controlled by 
the enemy. Losses on investments on 
property destroyed or seized were to be 
treated as casualty losses on the dates de- 
termined in the same way as for property. 

The war-loss provisions were applicable 
to taxable years beginning after December 
31, 1940, but no war loss could be sus- 
tained prior to December 7, 1941. To 
come within the act, property had to be 
in existence on the latter date. 

The major point to be observed is that 
the new provisions made it possible for 
taxpayers to get the benefit of the loss 
deemed sustained in an enemy country at 
the approximate time deemed sustained, 
without actually proving the destruction 
or seizure of the property involved. This 
latter would have been a virtual impos- 
sibility under the then existent war con- 
ditions. As to property not in an enemy 
country, the Code and the regulations 
were sufficiently detailed to make an equit- 
able application reasonably possible. The 
regulations indicate the intention of liberal 
interpretation. 
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At the time of writing the 1942 Act, 
it was recognized that after the war many 
properties deemed destroyed would be 
recovered in whole or in part. Under such 
circumstances it was provided that the 
recoveries would be taxed in view of the 
prior deductions for losses considered sus- 
tained. The problems surrounding the 
application of the recovery provisions of 
the Code and of the Regulations applicable 
thereto provide the subject matter for 
certain general observations that follow. 

Section 127 (c)-(1) of the Internal Reve- 
nue Code states the general rule that 
“Upon the recovery in the taxable year 
of any money or property in respect of 
property considered under subsection (a) 
as destroyed or seized in any prior taxable 
year, the amount of such recovery shall 
be included in gross income to the extent 
provided in paragraph (2).” Paragraph 2 
states in part that “The amount of the 
recovery of any money or property in 
respect of property considered under sub- 
section (a) as destroyed or seized shall be 
an amount equal to the aggregate of such 
money and the fair market value of such 
property, determined as of the date of the 
recovery.” 

It is to be noted that recoveries are to 
be included in taxable income in the year 
of recovery; that they are to be considered 
in the aggregate, not individually; and 
that fair market value shall be the basis 
of value as of the recovery date. 

Section 127 (c)-(2) further provides in 
effect that the taxpayer may recover on a 
tax-free basis that portion of his loss for 
which he received no prior tax benefit. 
If the recovery exceeds the useful amount 
deductible in previous years as a war loss, 
the excess shall be considered a gain upon 
an involuntary conversion of property 
and shall be recognized or not as provided 
in Section 112 (f). The basis of recovered 
property is set forth in Section 127 (d) as 
the fair market value on the date re- 


covered reduced by that portion of the 
fair market value which represents gains 
upon the property not recognized, and jp. 
creased by that portion which represents 
recognized gains arising from an involup. 
tary conversion. 

In explanation of the foregoing, consider 
two types of losses that did not benefit 
the taxpayer: 

1. Losses not deducted. 

2. Losses deducted but useful taxwige 

only in part. 
Until the aggregate of recoveries exceeds 
the taxpayer’s allowable war losses in prior 
years that did not result in a tax benefit, 
no portion is included in income. The ag. 
gregate recovered in excess of the total 
war losses that did not benefit the tax. 
payer are included in ordinary income to 
the extent that they equal the amount 
of useful tax-benefit deductions. Beyond 
such latter amount, the recovery excess 
is treated as a gain from the involuntary 
conversion of property under Section 112 
(f) of the Code. If the gain is recognized, 
then Code Section 117 (j) would apply. 
The gain will not ordinarily be recognized 
if the same property is recovered and 
gives rise to the excess, or if an excess 
value is received in a form different from 
the original property, it is promptly con 
verted into property of similar or related 
service and use. 

The foregoing is but a brief presentation 
of the highlights of certain of the war-los 
provisions. They will serve, however, to 
preface some general observations regatt- 
ing inequities in the present statutes and 
complications as to their application. 

First, there is no provision in the present 
law for establishing the time when recover 
ies shall be deemed to have been effected. 
In the Revenue Act of 1942, the establish 
ment of loss was the important factor fo 
consideration; hence, rules fixing the date 
of loss were incorporated in the law. li 
was natural that this should be done, fi 


ar-loss 
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when the 1942 Act was written, there 
seemed to be need for immediately and 
precisely dealing with losses. More re- 
cently, however, the recovery is all-impor- 
tant, and it is obvious that rules will have 
to be established for fixing their dates. 
The National Foreign Trade Council, Inc., 
has presented the thought that the con- 
verse of the rules for determining the time 
of loss should be established for the time 
of recovery. On this basis, the taxpayer 
would have the right to choose a date 
which falls between the earliest date on 
which he constructively reacquired con- 
trol over his property and the latest date 
on which it was under his full and effective 
control. 

For example, certain property may have 
been located in an area that came under 
the control of the United States or one of 
the United Nations. At such time it might 
be considered that the taxpayer construc- 
tively reacquired control over his property. 
On some later date, when the property was 
available for or placed in productive use, 
it might be considered that the taxpayer 
had then reacquired full and effective 
control. Whatever the plan, it appears 
timely for the incorporation in the law 
and regulations of rules defining dates of 
recovery. This is very important for the 
determination of the year of recovery, and 
also in fixing the definite date for the es- 
tablishment of fair market value. 

Under the present law, the basis of 
recovered property is the fair market 
value on the date recovered. In many 
cases, losses were probably deducted on 
the basis of depreciated values. Now, how- 
ever, the recovery must be based on fair 
market value. This may cause serious in- 
equities in many instances unless the law 
is revised or limitations placed upon re- 
covered values or the taxes applicable to 
such recoveries. 

The usual tax definition of fair market 
value may have to be somewhat broadened 
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in appraising recovered war-loss proper- 
ties. Fair market value has usually been 
defined as the price at which a seller and 
a buyer will trade, both being informed, 
and neither being under compulsion to 
act. With respect to recovered properties, 
it is obvious that such a definition will 
be extremely difficult of application. It is 
entirely possible that properties in war- 
torn countries might temporarily have sub- 
stantial values due to local conditions, 
such as inflation or scarcity. However, 
such values would not represent true 
values to the taxpayer intending to start 
in again to operate such properties on a 
business basis. 

The Surplus Property Administration 
has issued an order defining “fair value” 
which seems to have a somewhat broader 
concept than the usual definition of fair 
market value. Some portions might well be 
considered here. They are quoted in part 
as follows: 

“The fair value shall be considered to be the 
maximum price which a well-informed buyer, 
acting intelligently and voluntarily, would be 
warranted in paying if he were acquiring the 
property for long term investment or for con- 
tinued use with the intention of devoting it to a 
profit-making purpose which represents the most 
productive type of use for which the property is 
suitable. 

“The estimate shall take into account only 
those rights in land, structures, facilities or equip- 
ment which would be of use to such a buyer and 
only to the degree to which they would be of use. 

‘Neither the original cost to the Government 
nor the characteristics or readiness to buy of any 
particular prospective purchaser shall be taken 
into account.” 


The thought thus projected is that the 
fair value of industrial property should be 
based upon use. This is in contrast to the 
usual fair market value concept of “trad- 
ing value.” Many reacquired properties 
may have large trading values at time of 
recovery, but as industrial operating prop- 
erties their values may be substantially 
less. Giving consideration to the chaotic 
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conditions that may obtain in the re- 
covered areas, it is obvious that many 
limitations are placed upon the use of 
property. Disorganized markets and per- 
sonnel, combined with limited materials, 
supplies, and repair facilities and service, 
all operate to limit recovery value based 
upon use. It was the “use value” that was 
written off for tax purposes, and it would 
seem that the appraisal of the reacquired 
assets should give some consideration to 
this concept. Industrial property should 
be viewed with respect to its future oper- 
ating earning capacity; otherwise, it may 
be temporarily overvalued, resulting in 
improperly increased taxes. Section 112 
(f) may help in many instances to modify 
inequitable applications if the present pro- 
visions are continued. 

Another difficulty in applying the fair 
market value rule with respect to recover- 
ies is the necessity of first appraising prop- 
erties in terms of foreign currencies and 
then converting such amounts into terms 
of United States dollars. The availability 
of foreign exchange, combined with its 
supply, demand, and control, all tend to 
introduce a difficult factor into the valua- 
tion procedure. Rates of exchange and 
their fluctuations thus become of para- 
mount importance in the appraising of 
recoveries of foreign properties. 

Actually, it would not seem proper to 
ascribe to recovered property a greater 
value than that written off. Likewise, it 
would seem that the adjusted basis for 
computing the recovery should be the 
same as that used in computing the loss. 
If this method were employed, the maxi- 
mum boundaries of the recoveries would 
be known, individually, and this would 
provide an important starting point for 
appraising reacquired values. If the ad- 
justed loss basis were used, and considera- 
tion given to interim depreciation or other 
reductions involved, including casualty 
losses during the war, it would seem that 


the values so computed would be on a 
sound basis for inclusion in taxable income. 
Such a procedure would, of course, com- 
pletely eliminate the fair market value 
basis as now provided in the law. 

It is recognized that the foregoing sug- 
gested procedure with respect to reduction 
allowances is subject to debate. Consider 
the case of property creating income from 
the time it was considered an allowable 
loss to date of recovery. Such income 
might be argued to have enhanced the 
value of the property so that the ad- 
justed loss basis could conceivably be 
logically increased. In such a situation, de- 
preciation might well be included in com- 
puting the increase in value as a result of 
the period net income. On the other hand, 
with respect to non-income-producing 
properties, it can be projected that de- 
preciation or depletion should not be per- 
mitted during the period, because of the 
fact that the properties were not deemed 
to have been in the possession of the tax- 
payer. As to this point, it seems more 
logical to take the position that the value 


recovered should reflect the adjusted loss . 


basis modified by the factors that de- 
creased its going value during the period. 

As presently provided, recoveries are to 

be considered in the aggregate. This pro- 
cedure, combined with the fair market 
value rule, could quite easily result in 
inequities. 

Under the present procedure, recoveries 

are to be applied as folows: 

1. Against the aggregate of war losses 
not used as tax deductions. 

2. Against the aggregate of war losses 
used as tax deductions for which no 
tax benefit was received. 

3. As taxable excesses after the exclu- 
sions noted in the preceding two 
items have been equalled. Such ex- 
cesses are in two parts: 

a. The portion aggregating an 
amount up to but not in excess 
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of the total useful tax-benefit de- 
ductions. 
b. The portion exceeding the total 

useful tax-benefit deductions. 
As stated previously, the excesses beyond 
the prior tax-benefit allowances [previous 
item 3 (b)] are treated as gain from invol- 
untary conversion of property and may 
be recognized or not under Section 112 (f) 
of the Code. If recognized, Section 117 (j) 
applies. 

From the foregoing, it is evident that 
market appreciation in one property might 
ofiset the actual loss of another. As a re- 
sult, the taxpayer would be taxed on a full 
recovery in the aggregate notwithstanding 
his actual loss of one of the properties 
from a continued-use standpoint. This 
appears illogical. 

By grouping recoveries and basing their 
worth on fair market values in the aggre- 
gate, it is obvious that all properties will 
be included even though some did not 
contribute to beneficial loss allowances in 
prior years. Thus, the items that contrib- 
uted no benefit to the taxpayer in his 
prior returns will be used to offset actual 
losses on properties for which beneficial 
allowances were taken. An individual 
treatment would eliminate this inequity. 
Items for which no loss was allowed in 
prior returns should not be included in 
the recoveries. In any event, neither di- 
rectly nor indirectly should the taxpayer 
be subject to a tax on unrealized apprecia- 
tion in theoretical value. 

The variation of tax rates as between 
the years of loss and recovery is a very 
important factor for consideration. It may 
be that the tax on a recovery is in excess 
of the tax credit arising from the loss de- 
duction. Under such a situation, a tax- 
payer would be in the unusual predica- 
ment of sustaining a loss—a tax loss— 
because of a write-off of property in one 
year and a reinstatement of the same 
property in a subsequent period. On the 


other hand, he might sustain-some actual 
losses from properties destroyed or seized, 
offset in whole or part by market appreci- 
ation of the remainder of the items in- 
volved, so that the net recovery in the 
aggregate represents the same or an in- 
creased total value over that of the origi- 
nal loss. In this instance, notwithstanding 
actual property losses, the aggregate, fair 
market value methods, would cause a 
greater write-back value than the total 
original loss. To provide a further in- 
equity, the tax on the partial but more 
highly valued recovery, because of in- 
creased rates, may be more than the tax 
benefit on the loss for all the original items 
as a group. 

An inequitable situation is created as a 
result of the increased effective rates of 
tax as between the write-off and recovery 
years. The theory of taxing recoveries 
should be to give the government an ad- 
justment for excess tax allowance made 
available to the taxpayer in prior years. 
It would seem that the correct theory un- 
derlying the procedure is purely one of 
adjustment rather than of increased taxa- 
tion. At the outset, the purpose of the new 
provisions in the Revenue Act of 1942 was 
to give relief to taxpayers holding proper- 
ties subject to seizure or destruction. They 
were not intended as a device to give the 
government an advantage in subsequent 
years through increased tax rates. But this 
will be the effect unless some limitations 
are imposed upon the tax recoveries to the 
government. 

From the foregoing, which includes only 
certain of the highlights of the problem, 
it should be evident that the present 
statutes should be considerably modified 
with respect to war loss recoveries. The 
National Foreign Trade Council, Inc., to- 
gether with various accounting and tax 
interested groups, has been studying the 
situation and conveying recommendations 
and suggestions to the appropriate Con- 
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gressional committees. Undoubtedly, the 
Congress will carefully weigh the merits 
of all the proposals under review and in 
due course will properly modify the exist- 
ing law. 

In a general way, it would seem that the 
modifications should comprehend the fol- 
lowing: 

1. To provide that recoveries be dealt 
with on an individual basis in so far 
as possible, eliminating the aggregat- 
ing rule. 

2. To include as recoveries only those 
items for which deductions were pre- 
viously included and only to the ex- 
tent that they were useful taxwise. 

3. To use the adjusted loss basis in 
valuing recoveries, modified by in- 
terim depreciation, depletion, casu- 
alty, or other reduction or loss allow- 
ances. 

4. To provide a limitation upon the tax 
applicable to recoveries so that such 
tax will bear the same relation to 
taxable recoveries that it did to use- 
ful deductible losses. 
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5. To establish rules and regulations for 

fixing recovery dates. 

Included in the Code by the Revenue 
Act of 1945 was Section 600 (b), having 
to do with the Declared Value Excesg- 
Profits Tax. This section is quoted as fol- 
lows: 


If the net income for the taxable year includes 
any amount on account of war loss recoveries 
under Section 127 (c), then, in lieu of the tax 
computed under subsection (a), the tax shall be 
computed as follows: 

1. An amount computed under subsection (a), 
after excluding from net income the amount 
of war loss recoveries, plus 

2. one and one-quarter percentum of the 
amount of the war loss recoveries included in 
the net income or of such portion of the net 
income as would be subject to the tax im- 
posed by subsection (a) in the absence of 
this subsection, whichever is the lesser. 


The addition of the foregoing section 
makes it possible for a taxpayer to avoid 
unnecessary taxes arising from war loss 
recoveries that could hardly have been an- 
ticipated at the time of filing his capital 
stock tax return. 


PRUDENT INVESTMENT THEORY IN 
PUBLIC UTILITY RATE MAKING’ 


CHaRLEs W. SMITH 


House Bill 505 subject to two changes 
which I will point out hereafter. 

It is my opinion that successful regula- 
tion of public utility rates cannot be ac- 
complished under the fair-value doctrine 
and that the investment method must be 


| Ee favor the enactment of 


* Statement of Charles W. Smith on behalf of Mis- 
souri Municipal League, made before the 63rd General 
Assembly of Missouri, in support of House Bill No. 
505, which seeks to establish the investment method of 
public utility rate regulation in the State of Missouri. 

No statement herein should be construed as expres- 
sing the views of the Federal Power Commission. 


sanctioned if justice is to be done to the 
consumer, the utility, and the general pub- 
lic as well. Stated somewhat differently, I 
believe the fair-value basis of rate making 
is altogether impracticable and unwork- 
able, that it is basically wrong in its eco- 
nomic concept, that the circumstances 
which gave birth to the principle have 
long since ceased to exist, and that if 4 
reasonably good job of public utility rate 
regulation is to be achieved it is through 
the investment approach. I would like to 
give reasons for my views. 
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SUPREME COURT DECISIONS 
General 


No review of rate regulatory procedures 
in this country would be complete without 
a brief reference to leading decisions of the 
Supreme Court of the United States on 
the subject. Not only did the fair-value 
doctrine, which plagued regulation for 
many years, have its real genesis in a de- 
cdsion of that Court, but the decisions of 
that body have greatly influenced the 
thinking and pretty well dominated the 
practices in respect to public utility rate 
regulation. 

The decisions of the Supreme Court in 
the field of public utility rate making may 
be grouped into three periods. In other 
words, there have been three cycles in 
which sharp trends in the Court’s legal 
philosophy may easily be gleaned. These 
periods are as follows: from 1877, when the 
Granger cases were decided, to 1898, when 
the decision in Smyth v. Ames was handed 
down; from 1898 to about 1930, when the 
decision in the United Railways v. West, 
was given; from the early 1930’s to 1944, 
when the Hope Natural Gas Company case 
was decided. 


First Period 


The first period, namely from 1877 to 
1898, was one in which the Court at first 
refused, and then became extremely re- 
luctant, to interfere with the regulation of 
public utility rates by state legislatures or 
their constituted authorities. The second 
period was one in which the fair-value 
method with its ungainly handmaid, re- 
production cost, was in the ascendancy. 
The third period is characterized by the 
gradual whittling away by the Court of 
the fair-value theory which it had pre- 
viously set up and then the complete 
abandonment of that theory as a constitu- 
tional requirement. 

Reviewing these periods, we find that 
in 1877 the Supreme Court handed down 


decisions in six proceedings known col- 
lectively as the Granger cases. It will be 
recalled that the regulation of public 
utility rates, including railroad rates, re- 
ceived great impetus from the Granger 
movement. 

The leading Granger case was Munn v. 
Illinois" It appears that the State of Il- 
linois by legislative action fixed a maxi- 
mum price for the storage of grain in 
elevators. Munn, feeling aggrieved at the 
statute, initiated court proceedings which 
ultimately reached the Supreme Court of 
the United States. That Court sustained 
the State statute, holding that the regula- 
tion of rates was a legislative and not a 
judicial matter. In this connection the 
Court made the oft-quoted statement: 

“We know that this is a power which may be 
abused; but that is no argument against its exist- 
ence. For protection against abuses by legislatures 


the people must resort to the polls, not to the 
courts.” 


I would like to emphasize that in these 
Granger cases, decided in 1877, the Court 
held that the fixing of public utility 
rates, rates of businesses which it char- 
acterized as “affected with a public in- 
terest” and which were not “juris privati” 
only, was solely for the legislatures and 
not for the courts. 

As might be expected, utilities were not 
satisfied with the decisions in the Granger 
cases. They kept pounding away at the 
Court and we find the Court gradually 
turning away from its pronouncement in 
those cases. In 1886, for instance, the 
Court, passing upon a railroad rate regula- 
tory statute of the State of Mississippi, 
said: 

“From what has thus been said, it is not to be 
inferred that the power of limitation (of charges) 
or regulation is itself without limit. This power to 


regulate is not a power to destroy, and limitation 
is not the equivalent of confiscation.’ 


194 U.S. 113. 
* Stone, et al., composing the Railroad Commission of 
Mississip Leen ond Company, 116 


U.S. 307 (1 
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Thus the Court began to shy away from 
the view that fixing of rates was exclusively 
within the domain of the legislative branch 
of the government and, without laying 
down any standards or tests, proclaimed 
that the power to regulate was not without 
limit. 

An interesting note is reflected in the 
dissenting opinions of Mr. Justice Harlan 
and Mr. Justice Fields. The Mississippi 
statute was apparently the first regulatory 
statute requiring tariffs to yield a fair re- 
turn on the fair value of public utility 
property. The two dissenting justices took 
exception to the fair-value principle. It is 
particularly interesting to note that Mr. 
Justice Harlan later wrote the decision in 
Smyth v. Ames, which gave birth to the 
fair-value doctrine as a constitutional 
principle. 

From 1887 to 1898 the Court passed 
upon about thirteen public utility rate 
cases, four of which it remanded, two be- 
cause procedural due process was not ob- 
served and two quite evidently because 
the prescribed rates did not provide any 
profit at all to the railroad company. Dur- 
ing this period the Court reiterated its 
statement in the Stone case that the 
power to regulate was not without limit, 
but it carefully refrained from stating the 
legal principles which governed the limi- 
tation. 


Smyth v. Ames 


It is with this background that we ap- 
proach the case Smyth v. Ames, which 
stated the controlling legal principle of 
public utility rate making in this country 
for thirty years or more. 

In order to understand the decision in 
that case it is necessary to review briefly 
a little of the history of the Union Pacific 
Railroad, which was involved in the pro- 
ceeding. The Union Pacific Railroad, 


3169 U.S, 466 (1898). 
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chartered by Congress, was very badly 
manipulated in the financial sense, 
Through the instrumentality of the Credit. 
Mobilier company, affiliated construction 
company, the capital structure of the 
Union Pacific was greatly inflated. It was 
said that of the $109,000,000 capital struc. 
ture of the railroad company, $70,000,000 
represented “‘water.”’ The Credit-Mobilier 
scandal rocked the nation in the 1870's, re- 
sulting in at least two investigations by 
Congress. It seems that two brothers, ic., 
Oliver and Oakes Ames, chiefly engineered 
the watering of the capital structure of the 
railroad company. 

In 1893 the State of Nebraska passed a 
law fixing railroad rates. One Oliver Ames 
—I believe he was the son of Oakes Ames 
—complained because the rates would not 
yield a return on his stock which, of course, 
was heavily watered. When the case 
reached the courts, immediately the ques- 
tion arose as to the proper basis for deter- 
mining just and reasonable rates. It was 
clear to the courts that the capital struc- 
ture of the company was meaningless. 
Mr. Justice Brewer, sitting in the Circuit 
Court, District of Nebraska,‘ pointed out 
the difficulties confronting the Court and 
then noted that the Government could 
take possession of the transportation and 
discharge its duties to the public, adding: 

“Certainly that would be the simplest,—and 


for the courts at least—the easiest solution of the 
problem which now impends. ... ” 


The case was argued in the Supreme 
Court of the United States on March 4 
and 5, 1896; reargued on April 5, 6 and 7, 
1897; and decided on March 7, 1898. I 
mention these dates merely to point to the 
struggle the Court was having within it- 
self in formulating legal principles relat- 
ing to a major economic problem. 

The Court came to the conclusion that 


the Constitution required the fixing of 


4 Ames v. Union Pacific Ry. Co., 64 Fed. Rep. 165. 
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rates so as to yield a fair return on the 
fair value of the property used and useful 
in the public service. The Court went 
further and mentioned the elements which 
should be taken into consideration in ar- 
riving at fair value. These were: (1) origi- 
nal cost of construction, (2) amount 
expended in permanent improvements, 
(3) amount and market value of stocks 
and bonds outstanding, (4) the present 
as compared with the original cost of con- 
struction, (5) the probable earning ca- 
pacity under the particular rates pre- 
scribed by statute. In succeeding years 
only two of the foregoing elements re- 
ceived recognition by the Court, namely, 
original cost of construction and the pres- 
ent (reproduction) cost as compared with 
the original cost of construction. Inas- 
much as original cost of construction and 
present cost are not reconcilable, one of 
the elements was destined to predominate. 
This has been pretty much the experience 
in practice. By degrees, emphasis became 
embedded in the present-cost concept. 
The present-cost concept involved repro- 
duction-cost estimates, the greatest vexa- 
tion ever to plague the regulation of 
public utility rates. 


Second Period 


From 1898 when Smyth v. Ames was 
decided, to the early 1930’s, the fair value 
doctrine was the controlling legal principle 
as to rate base determinations. In 1899° 
and in 1903,° cost was rejected and present 
fair value emphasized. In 1909, the Court 
said, 

“If the property, which legally enters into 
consideration of the question of rates, has in- 
creased in value since it was acquired, the com- 
pany is entitled to the benefit of such increase.’’” 


*San Diego Land and Town Company v. National 

City, 174 U.S. 739. 
Land and Town Company v. Jasper, 189 
’ Wilcox v. Consolidated Gas Company, 212 U.S. 19. 
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In 1922,° the court affirmed a decision 
of the District Court for the Southern 
District of New York, in which it was 
said that as soon as it was apparent that 
prices were not transitory, reproduction 
cost on the basis of present levels should 
become the basis for fixing rates. 

By 1923, however, certain members of 
the Court had concluded that the fair- 
value doctrine was not a part of the Con- 
stitution of the United States. In that 
year a sharp division occurred within the 
Court. This division found expression in a 
decision involving the Southwestern Bell 
Telephone Company.’ 

The Public Service Commission of Mis- 
souri issued an order requiring the South- 
western Bell Telephone Company to re- 
duce its rates. The order was affirmed by 
the State Court.’° The majority of the 
United States Supreme Court, in an 
opinion by Mr. Justice McReynolds, held 
firmly to the fair-value principle. Mr. 
Justice Brandeis used the occasion to write 
his famous opinion favoring the prudent- 
investment method. He was joined by 
Mr. Justice Holmes. Thereafter, the fair- 
value doctrine was constantly under at- 
tack by certain members of the Court who 
steadfastly championed the investment 
basis. 

The apex of the fair-vaiue theory was 
reached in the McCardle case," decided 
in 1926. In that proceeding, the majority 
of the Court reaffirmed the fair-value 
principle and even required a prognostica- 
tion as to future price levels. It required 
an allowance for an intangible element 
known vaguely as “going concern value.” 
In addition, the Court approved the de- 
duction from the estimated value as new 


, ® Newton v. Consolidated Gas Company, 258, U.S. 


65. 
® Southwestern Bell Telephone cones v. Public 
Service Commission of Missouri, 262 U.S. 276. 
10 State ex rel Southwestern Bell Telephone Co. v. 
Public Service Commission et al., 233 S.W. 425 (1921). 
 McCardle et al., v. Indianapolis Water Company, 
272 U.S. 400. 
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property, of the small amount of deprecia- 
tion known as “observed” depreciation. 
In other words, customers were given 
credit not for the depreciation accrued 
in the accounts, not for depreciation which 
had been paid for by them, but only for 
that depreciation which was ascertainable 
by inspection of the properties. I might 
point out at this time that the inspection 
principle resulted in the observation of 
very little depreciation by the experts re- 
tained by public utility companies. 

Under the McCardle decision, in my 
opinion, effective regulation of public 
utility rates was doomed. Commissions, I 
believe, generally recognized this fact. 
Then there began an era in which Com- 
missions did lip-service to the law of the 
land as laid down in the McCardle case, 
while endeavoring by every conceivable 
means to reach a semblance of just and 
reasonable results. 

As might be expected, Mr. Justice 
Brandeis and Mr. Justice Stone dissented 
vigorously from the majority opinion in 
the McCardle case; Mr. Justice Holmes 
concurred only in the result. 

The St. Louis & O’ Fallon Railroad case,” 
involving a utility operating in Missouri, 
was decided by the Court in 1929. That 
case arose under the Interstate Commerce 
Act. The majority of the court held that 
the words “law of the land” in the statute 
required consideration of reproduction- 
cost estimates, which it held the Commis- 
sion had failed to consider. A vigorous 
disagreement was registered by Mr. Justice 
Brandeis, Mr. Justice Stone, and Mr. Jus- 
tice Holmes. 

Thus after the decision of Smyth v. 
Ames in 1898, the Court stressed the fair- 
value theory, and emphasized reproduc- 
tion-cost estimates, but beginning in 1923 
a breach occurred. At that time, and 
thereafter, certain members of the court 


® St. Louis & O'Fallon Railway Company, et al., v. 
United States, et al. 279 U.S, 461. 
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attacked the fair-value doctrine and sup- 
ported the investment method. In gen- 
eral, it may be said that the period from 
1898 to the early 1930’s was one in which 
the fair-value doctrine ran its course as a 
constitutional concept. 

Third Period 

The third period in the evolution of con- 
stitutional principles of public utility rate 
making is the period from the early 1930’s 
to the present time. In 1933 the Court 
was called upon to decide a rate case in- 
volving the Los Angeles Gas and Electric 
Cor poration.® The appeal was from a deci- 
sion of the California Railroad Commission 
which, consistent with its long established 
practice, had determined the rate base of 
the company in accordance with the in- 
vestment principle. The California Rail- 
road Commission clearly did not observe 
the precepts of the McCardle case decided 
in the preceding decade. Nevertheless, the 
Court sustained the order of the Commis- 
sion. It is true that in doing so the Court 
cited its past decisions and tried to square 
its conclusions therewith. The fact re- 
mains, however, that the rate base was 
determined according to the investment 
standard and the Court did not find it 
unreasonable. 

The next year, 1934, the Court affirmed 
an order of the Public Utility Commission 
of Pennsylvania, which likewise deter- 
mined a rate base according to the invest- 
ment principle. Here, too, the Court by 
noticing the great change in price levels, 
etc., attempted to square its findings with 
previous decisions, but as a matter of 
fact the Commission used the investment 
principle and its result again was found 
not unreasonable. 

The famous case of Lindheimer et al. v. 
Illinois Bell Telephone Company, was 


8 Los Angeles Gas & Electric Corp. v. Railroad Com 
mission of California et al., 289, U.S. 287. 

“4 Clark’s Ferry Bridge Company v. Public Servies 
Commission 291 U.S. 227. 

% 292 U.S. 151. 
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also decided in 1934. That case had been 
in litigation for many years, having pre- 
viously been remanded by the Supreme 
Court." The Illinois Commerce Commis- 
sion had determined the rate base accord- 
ing to the investment principle. The court 
afirmed the result, saying that the calcu- 
lations of the company were at war with 
realities and were of no value in deter- 
mining the adequacy of rates. 

A very interesting case was decided in 
1938.17 The California Railroad Commis- 
sion had issued an order requiring the 
Pacific Gas and Electric Company to re- 
duce its gas rates. The lower Federal 
court enjoined the Commission because it 
had not considered reproduction-cost testi- 
mony. The lower court was sustained by 
an equally divided Supreme Court. The 
Supreme Court, however, granted a mo- 
tion for reargument, and in the subsequent 
proceedings, the Federal Power Commis- 
sion, the National Association of Railroad 
and Utilities Commissioners, and others, 
filed amicus curiae briefs. The Federal 
Power Commission took the bold stand 
that the investment method satisfied con- 
stitutional requirements. The court held 
that the California Railroad Commission 
had observed procedural due process, and, 
further, that it was not a denial of due 
process for the Commission to treat esti- 
mates of reproduction cost as without 
probative value. The Court remanded the 
case with instructions, whereupon the 
lower court reversed itself and large re- 
funds were made to ultimate consumers. 

There is an interesting sidelight in the 
foregoing case. The late Honorable Clyde 
L. Seavey, one of the truly great figures in 
the history of public utility regulation in 
this country, was a member of the Cali- 
fornia Railroad Commission at the time 
it it decided the Pacific Gas and Electric 


us smile v. Illinois Bell Telephone Company, 282 
Railroad Commission of Cali 


v. Pacific 
Gas and Electric Co., 302 U.S 
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Company case. Mr. Seavey was a member 
of the Federal Power Commission when 
the latter organization filed its amicus 
brief. Mr. Seavey, as a member both of 
the California Railroad Commission and 
of the Federal Power Commission had no 
illusions about the rate base—he felt 
that the fair-value principle was wholly 
unworkable and the only recourse was to 
the investment standard. 

It would thus appear that in about 1940 
the stage was set for a new test on the 
prudent-investment doctrine. That test 
was not long in coming. In that year the 
Federal Power Commission issued an 
interim order requiring the Natural Gas 
Pipeline Company of America to reduce 
its rates $3,750,000 annually. For the 
purposes of the interim order, the Com- 
mission acted upon evidence introduced 
by the company—reproduction-cost evi- 
dence. The Commission accordingly found 
a fair-value rate base. In the Supreme 
Court, however, the Commission argued 
that it should be permitted to employ an 
investment rate base, pointing out that the 
order under review was interim in its na- 
ture and that there would be further 
proceedings in the case. The Court sus- 
tained the Commission’s reduction in 
rates, and in the course of its unanimous 
opinion said: 

“The Constitution does not bind the rate- 
making bodies to the service of any single 
formula or combination of formulas. Agencies to 
whom its legislative power has been delegated are 
free, within the ambit of their statutory authority, 


to make the pragmatic adjustments which may be 
called for by particular circumstances.’”!* 


In a concurring opinion by Mr. Justice 
Black, in which Mr. Justice Douglas and 
Mr. Justice Murphy joined, it was stated 
that the Commission was free under the 
decision of the Court to use the investment 
principle in determining the rate base. It 


18 Federal Power Commission et al. v. Natural Gas 
Pipeline Co., ef al., 315 U.S. 575 (1942). 
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is of interest to note that conferences were 
then held with the company, a prudent- 
investment rate base worked out, and a 
further reduction of $2,750,000 obtained 
without the necessity of any further formal 
proceeding. 

Finally in 1944, the Court struck a 
death blow to the fair-value theory. The 
decision was in Federal Power Commission 
v. Hope Natural Gas Company.® The 
Power Commission ordered the Hope 
Company to make a substantial rate re- 
duction. In arriving at its conclusion, it 
had employed an investment rate base, 
computed substantially in accordance with 
the methods set forth in House Bill No. 
505. The question of whether an invest- 
ment rate base satisfied Constitutional re- 
quirements was squarely before the Court. 
The Court sustained the Commission’s 
order. In the course of its opinion, it said: 


“.. Rates which enable the company to 
operate successfully, to maintain its financial 
integrity, to attract capital, and to compensate 
its investors for the risks assumed certainly can- 
not be condemned as invalid, even though they 
might produce only a meager return of the ‘fair 
value’ rate base.” 


The Hope case effectively overruled 
Smyth v. Ames and sounded the death- 
knell of the fair-value doctrine. Whatever 
slight vestige may have remained was 
disposed of in Panhandle Eastern Pipe 
Line Company v. Federal Power Commis- 
sion—U. S.—decided April 2, 1945. In 
that case, the Commission refused to re- 
ceive in the record any evidence bearing 
upon reproduction cost of the company’s 
properties. On affirmance by the Circuit 
Court of Appeals the company applied 
for a writ of certiorari from the Supreme 
Court. That request was granted in part, 
but the Court refused to review the Com- 
mission’s action in holding that reproduc- 
tion-cost testimony was not admissible. 

It is now abundantly clear that regula- 


19 320 U.S. 591. 
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tory agencies are free within the scope of 
their statutory authority to fix just and 
reasonable public utility rates without 
regard to the fair-value formula. 

Thus the Supreme Court has run the 
gamut in search of Constitutional prin- 
ciples controlling the fixing of public 
utility rates. While it has not returned to 
its starting point, the Munn case, never- 
theless it appears to have completely 
retraced its steps from its excursion into 
the metaphysical field of fair value. 


THE CASE AGAINST FAIR VALUE 


The case against fair value is open and 
shut. It is complete. The fair-value theory 
has run its course. It has been weighed in 
the balance and has been found wanting in 
all major respects. 

It is generally recognized today that the 
fair-value theory is wrong in both its legal 
and its economic connotations. 


Eminent Domain Analogy 


The legal concept was linked to the 
principle of eminent domain. It was 
argued that the fixing of rates below 
reasonable standards amounts to the 
taking of property. But the argument 
proves too much. Any reduction in rates 
and earnings may ipso facto decrease the 
value of public utility property. There- 
fore, under the eminent-domain principle 
there could be no reduction in rates, re- 
gardless of the amount, for confiscation 
would ensue. This is so, because under the 
principles of eminent domain, the owner of 
property is entitled to have as much after 
the taking as before. Furthermore, there 
is no actual taking of property by exercise 
of the rate-making process. If property 
were taken all excess earnings thereafter 
would inure to the benefit of consumers 
and not, as is the practice, to the benefit of 
the utility. 

Actually, the regulation of public utility 
rates is merely one species of price-fixing, 
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of which we have a large number of ex- 
amples today. The eminent-domain anal- 
ogy is now thoroughly discredited. 

The fair-value doctrine as applied to 
public utilities presumes that value can be 
determined without consideration of rates. 
The United States Supreme Court in the 
Hope case squashed this argument when 
it pointed out that value is an end product 
and not the beginning. The value of a 
utility’s business depends upon its rates 
which, in turn, affect its earnings, and not 
vice versa. 


Reproduction Cost 


The chief criticism of the fair-value 
doctrine, however, goes to the invention of 
a scheme designed to determine value 
without consideration of earnings.. This 
scheme involves reproduction-cost esti- 
mates, probably the greatest hoax ever 
perpetrated on the American consuming 
public. The reproduction-cost process of 
estimating value does not yield sensible 
results but instead produces figures which 
are fantastic and ridiculous. An insistence 
upon that process will inevitably defeat 
sound and practical regulation. 

In the reproduction-cost process every 
item of property is inventoried. In the case 
of a telephone company, this frequently 
means one or more “experts” travel every 
roadside in the state listing the property of 
the company in detail. For instance, every 
pole is listed, not only a pole as such but 
the size thereof, the nature of the wood, 
whether treated or untreated, the number 
of crossarms, insulators, guy wires, pole 
steps, etc. This process is repeated for 
every item of property owned by the 
company. The units of property are then 
assembled and the process of price- 
estimating begins. Prices are estimated for 
materials and supplies, for labor of all 
kinds, and many other speculations such 
as to the efficiency of labor are indulged in. 

The fact that no one would reproduce 
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the property in its present form is ignored. 
In other words, a Model T Ford is re- 
produced, in theory, as a Model T Ford. A 
1910 generating plant is theoretically 
reproduced as a 1910 generating plant. 
This may mean that the estimated re- 
production cost is more than twice the 
original cost although the old generating 
station may require three pounds of coal to 
produce a kilowatt-hour of electricity 
whereas a modern generating station uses 
less than one pound of coal. 

Of course, when one considers the pur- 
chase of business property, except prop- 
erty involved in a monopoly, one first 
considers what it would cost to build a 
substitute plant that would accomplish the 
same purpose. If, for instance, it would 
cost $1,000,000 to reproduce a certain old 
business plant, but only $500,000 to build 
a different, but a better plant, obviously 
no one would pay as much as $500,000 for 
the old plant. This fact is wholly ignored 
in the reproduction-cost process except as 
to allowances made in determining de- 
preciation. In other words, the thing that 
is theoretically reproduced is the existing 
plant as is. 

The process is so fantastic that in- 
dependent engineers working separately 
come up with widely differing answers. A 
few years ago I made a study of all the 
valuations reported in Public Utility Re- 
ports for the years 1928 to 1942 for which” 
comparative information was available. 
The weighted average variation in esti- 
mates of regulatory Commissions and 
utilities was 43 per cent. In other words, 
valuations for the same properties on the 
average differed by 43 per cent. Some of the 
valuations differed as much as 100 per 
cent. Obviously such wide differences 
vitiate the process. 

The late Harlan Fiske Stone, then Chief 
Justice of the Supreme Court of the United 
States pointed out in a recent dissenting 
opinion in the West case the widely differ- 
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ing valuations for properties of the New 
York Telephone Company.” He showed 
that the lowest valuation was $366,916,000, 
whereas the highest was $615,000,000. 
These figures reflect a difference of 67 per 
cent. This, of course, is the difference be- 
tween night and day; between right and 
wrong; between just and reasonable rates 
and unjust and unreasonable rates. The 
New York Telephone valuations, I submit, 
were not unusual but rather typical. 

It requires a very long time to make a 
reproduction-cost estimate and to try the 
fair-value issue before commissions and 
courts. It is estimated that probably 300 
man-years were required by the company 
and the Wisconsin Commission to make a 
valuation of the Wisconsin Telephone 
Company. The Ohio Bell Telephone 
Company case was in process fourteen 
years, the New York Telephone case a 
like period of time, and the Illinois Bell 
Telephone case twelve years. 

The process is tremendously expensive, 
so expensive that I doubt whether there 
are more than two or three commissions 
in the entire United States which have a 
staff of sufficient size to undertake a large 
valuation and to complete it within any- 
thing like a reasonable time. In this con- 
nection it is estimated that the valuation 
of the New York Telephone Company cost 
the company $5,000,000. 

In addition, the valuation is soon out- 
moded. There are of record cases in which 
valuations were outmoded, because of 
changes in price levels, before a final 
decision was handed down in the proceed- 
ing. 

The fair-value theory involving repro- 
duction-cost estimates, is so unworkable, 
so futile, that I do not think it has any real 
champions outside the public utility in- 
dustry. In this connection I would like to 
quote from a few of the authorities col- 


% West v. Chesapeake and Potomac Telephone Com- 
pany, 295 U.S. 662. 
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lected in the Supplement to the Brief of 
the Federal Power Commission in the 
Hope Natural Gas Company case. 


Views of Leading Authorities 

Dr. James C. Bonbright, Professor of 
Finance at Columbia University and 
certainly one of the very best known public 
utility economists in this country, has 
pointed out that economists, regardless of 
what they think is a proper method of 
regulating public utility rates, are unani- 
mous in their condemnation of the fair- 
value approach. He said: 


“The sharp disagreement among American 
economists as to what constitutes a proper rate 
base makes all the more striking their apparently 
unanimous agreement that, whatever this base 
should be, the one measure which is outlawed is 
the very measure which the Supreme Court has 
held to be controlling—namely, the ‘value’ of the 
properties as of the time when the rates are under 
consideration. This position is not confined to 
those writers who support the ‘prudent invest- 
ment’ or the ‘original-cost’ basis of regulation and 
whose views are therefore most obviously op- 
posed to the accepted legal doctrine. It is accepted 
no less uncompromisingly by such writers as 
Brown (Professor Harry Gunnison Brown) and 
Graham (Professor Willard J. Graham), whose de- 
fense of the replacement cost theory will be noted 
below, and by the late President Hadley, who 
objected to any rate control which makes the 
fairness of the rates depend upon the adequacy of 
the corporate earnings. Hadley, indeed, once 
remarked that he could recall but one economist 
who agreed with the courts in accepting ‘value’ 
as a measure of the rate base, and he added that 
this economist was dead. (19 Am. Econ. Rev. 
Supp. 173 March, 1928.)” 


Another writer calls the doctrine a 
gigantic illusion: 

“The whole doctrine of Smyth v. Ames rests 
upon a gigantic illusion. The fact which for 
twenty years the court has been vainly trying to 
find does not exist. ‘Fair value’ must be shelved 
among the great juristic myths of history, with 
the Law of Nature and the Social Contract. Asa 
practical concept, from which practical conclu 
sions can be drawn, it is valueless. (Henderson, 
“Railway Valuation and the courts,” 33 Hare. L. 
Rev. 1031, 1051.)” 
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Professor Irston Barnes of Yale is 
equally critical of the principle: 


“Judged in terms of the criteria of effective 
regulation, the score for fair-value is not impres- 
sive. By focusing attention on the corporation, 
the effects of rate control on investors are ignored 
or relegated to a position of secondary impor- 
tance. Unearned income and undeserved losses 
may be visited upon consumers and investors. 
The present-fair-value method has not been an 
equitable method of regulation under the cir- 
cumstances that have prevailed in the past and 
does not promise greater fairness for the future. 

“On the theoretical level, the fair-value pro- 
gram of regulation encounters unanswerable ob- 
jections. The legal theory is accurately charac- 
terized as vague and inconsistent. The eminent- 
domain fallacy is found to have infected the whole 
body of regulatory thought with respect to the 
fair-value standard. Finally, the nature of the 
inquiry and the character of the evidence pre- 
sented in the search for fair value are not calcu- 
lated to afford a scientific or satisfactory method 
of rate control.” (Barnes, The Economics of Public 
Utility Regulation (1942), pp. 562-3.) 


Professor Robert L. Hale, of Columbia 
University, has observed that the fair 
value “serves merely to divert the time, 
attention and funds of regulating bodies 
out of the proper channels into one of the 
most unreal fields of speculation in which 
the minds of metaphysicians have dis- 
ported themselves since the days of 
medieval schoolmen.” (“The ‘Physical 
Value’ Fallacy in Rate Cases,” 30 Yale 
L. J. 710 1921.) 

The “irrationality” and “unwork- 
ability” of reproduction-cost estimates has 
been thus described: 


“For as soon as we begin to deal with reproduc- 
tion cost we desert the solid ground of fact and 
enter the realm of guesswork and partisan inter- 
pretation. The determination of the cost of repro- 
ducing a given property for the purpose of fixing 
a rate base has come to be one of the most in- 
volved and expensive tasks in the utility business. 
It requires a battery of engineers and accountants 
working months at a time and coming to conclu- 
sions with which no other like group working 
independently would agree.” 


“...if reproduction costs are to be figured on 
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the cost of the identical plant, a plant that would 
not be reproduced under any modern conditions, 
equipped with machinery that could not be pro- 
cured in any market, and for which price lists are 
no longer available, as has proved to be the case, 
we find ourselves in an unreal world, where the 
imagination and ingenuity of acquisitive spirits 
are given a free and untrammeled rein. The ir- 
rationality and the unworkability of this legal 
fiction of fair value, embodying the accepted 
theory of reproduction cost new, becomes the 
more apparent the more one familiarizes himself 
with the processes that have been devised in its 
name.” (Mosher & Crawford, Public Utility 
Regulation, pp. 192-3, 214.) 


One commentator in analyzing the 
McCardle v. Indianapolis Water Company 
case made the following pithy observation: 


“In addition to the expert guessing contest in- 
volved in estimating reproduction cost, according 
to present or past prices, the opinion also adds an 
additional gambling factor in inquiring ‘an 
honest and intelligent forecast as to probable price 
and wage levels during a reasonable period in the 
immediate future.’ For at least one hundred years 
(and probably for several thousand years) com- 
merce has been offering its greatest prizes to men 
who could make honest and intelligent forecasts of 
future prices. Today the management of any 
large business would pour wealth into the lap of 
the inspired genius who could make such fore- 
casts. The question is presented as to whether, 
when such forecasts are impossible (as they are 
most of the time), public utility commissions 
should make any effort to regulate public utility 
rates. Relying upon past prices alone, it would be- 
come evident in practically every case, by the 
time the case reached the Supreme Court, that 
there had not been an ‘honest and intelligent fore- 
cast’ of future prices. The illusion... that a 
reliable forecast of future prices can be made 
is on a par with the illusion which also radiates 
from the opinion, that there is such a thing as a 
‘relatively permanent price level’.” (Richberg, 
“Value—By Judicial Fiat” (1927), 40 Harv. L. 
Rev. 567, 572.) 


The National Association of Railroad 
and Utilities Commissioners, an associa- 
tion of public service commissions, through 
its Committee on Progress in Public 
Utility Regulation, in 1941, had the fol- 
lowing to say with respect to the fair- 
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value doctrine and the delusive element of 
reproduction cost: 

“For more than a generation now, utility com- 
missions have struggled with a legalistic scheme of 
rate regulation based upon various types of valua- 
tion procedure. As these processes have usually 
been applied, they have done violence to various 
laws of economics. Aside from the utility field, 
there is virtually no other segment of American 
business life in which the price structure is estab- 
lished upon the basis of certain valuation theses. 
Other price structures are competitive, but com- 
petitive criteria are lacking in the utility field. 
... The valuation procedure, especially when 
based on unrealistic studies of reproduction costs, 
fails signally to achieve this result. Because of this 
fact, the entire procedure has been criticized more 
than it has been defended.” (National Association 
of Railroad and Utilities Commissioners, 53rd 
Annual Proceedings (1941) pp. 369-370.) 


Summarizing, the foregoing authorities 
collectively hold that the fair-value scheme 
with its accessory, reproduction cost, is an 
“illusion,” a “juristic myth” which is 
“valueless” and “not equitable”; that it is 
“vague and inconsistent,” “irrational and 
unworkable”; that it degenerates into 
“guessing contests” which involve ex- 
cursions into “unreal fields of speculation” 
and that it “does violence to the laws of 
economics.” 


The Practical Test 


I could go on quoting from impartial 
authorities for a long time, but suffice it to 
say that objective observers are almost 
unanimous in their condemnation of the 
fair-value theory. 

But what about the practical test? Has 
the fair-value theory worked at all in 
practice? 

The fair-value basis of determining the 
rate base has fallen down completely in 
practice. All of us who have long been 
associated with the regulation of public 
utilities know this statement to be true. 
I have given some thought as to how to 
prove this conclusively to this Committee. 
I am sure I have facts which beyond any 
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argumert prove that the fair-value basis 
does not function in practice. 

Of course, the large cities of this country 
are served by large electric utilities. That 
is where a large part of the business of 
electric utilities is carried on. Accordingly, 
that is where we would naturally expect 
regulation to function at its best. 

In order to test the working of the fair- 
value principle, I have investigated the 
fair-value determinations in respect to the 
private electric utilities serving the ten 
largest cities in the United States. Los 
Angeles is excluded from this study be- 
cause it has a municipal system. 

My study covers a period of twenty 
years and involves ten electric utilities, 
In other words, my study covers two 
hundred utility years. I ascertained the 
number of fair-value determinations made 
in these two hundred utility years. The 
number is exactly two.” In other words, in 
the last twenty years there have been but 
two fair-value determinations of the 
properties of the private electric utilities 
serving the ten largest cities in the United 
States. This is not to say rate reductions 
have not been made in those cities, for the 
contrary is true. The reductions have been 
made in spite of the fair-value principle 
and not by virtue thereof. 

I suggest that only two conclusions can 
possibly be drawn for this statement of 
facts: 

(1) That as a group regulatory com- 

missions are incompetent, or 

(2) That the fair-value principle cannot 

successfully be applied. 
The latter is clearly the case. 

It is no wonder that Professors Freidrich 
and Mason of the Harvard University 
Graduate School of Business Administra- 


™ Union Electric Company, 17 PUR (N.S.) 337 
Commonwealth Edison Company, 15 PUR (N.S.)104. 

* There have been a few cases where rate bases were 
determined by starting with old values and adding 
additions at cost, but these determinations are not fair 
value determinations as such. 


oo. 


te 
m 
0 
t 
tt 
di 
tt 
th 
in 
al 
De 
Ta 
Ww. 
Tre 
th 
| th 
tis 
di 
ise 
re 
nhé 
in 
co 


Prudent Investment Theory in Public Utility Rate Making 


tion concluded that the regulation of 
public utility rates was a failure.* 

Accordingly, without hesitation, I say 
to you gentlemen that no regulatory com- 
mission ought to be condemned to serve 
under a standard which has nothing to 
support it on the theoretical side and which 
on the practical side, after a long and fair 
trial, has been found to be completely un- 
workable. 


THE CASE FOR THE IN- 
VESTMENT PERIOD 


The investment method of determining 
the rate base is practical and simple; it 
does not involve the long-drawn-out, 
expensive, and complicated procedures of 
the fair-value scheme and, at the same 
time, it is equitable to all concerned. By 
the investment method I mean the actual 
investment of the utility in property used 
and useful in serving the public less ac- 
crued depreciation and plus a reasonable 
allowance for working capital.™4 

The investment method is practical 
because the investment can be determined 
rather readily from the books of account 
which utilities are required to keep. With 
reasonable supervision over the accounts, 
the investment ought to be obtainable 
within a very short space of time. None of 
the guesswork associated with reproduc- 
tion-cost estimates is called into play. The 
differences between witnesses are easily 
isolated and, generally speaking, can be 
resolved by documentary evidence. Ordi- 
narily, utility expenditures, other than 
interest and other nonoperating items, are 
chargeable to operating expenses or to 
plant; the utility should get proper allow- 
ance, therefore, in one place or the other. 
The investment method achieves this 
consistency. 

The investment method is the business- 

% Public Policy (1940), p. 132. 

* When the sinking fund method of computing de- 


preciation expense is employed, an undepreciated rate 
base is used. 
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like method. When a businessman goes to 
a bank to borrow money he produces 
balance sheets and income statements as 
the basis for his application. He does not 
take a reproduction-cost estimate to the 
bank and say “Lend me money on this.” 
So, with the investment standard, the 
pertinent figures are derived from books 
and records which underlie the balance 
sheet and the income statement. It is es- 
sentially the method which businessmen 
use and understand. 

The method is fair and equitable to 
consumers and to utilities. It is fair to 
consumers because justice requires that 
they compensate the utility for the in- 
vestment made to serve them. The utility, 
on the other hand, is entitled to compensa- 
tion for the use of the investment. It is not 
entitled to speculative return but only toa 
just rent for the capital. Consumers must 
pay for the capital devoted to their service. 
The fairest means of determining this 
compensation is by applying a fair rate of 
return to the capital so employed. This is 
exactly how the investment standard 
works in practice. 

Utilities are usually financed through 
the issuance of bonds, preferred stocks, 
and common stocks. The bonds bear a 
fixed rate of interest which must be paid 
regardless of earnings, and preferred stocks 
normally bear a fixed dividend which must 
be paid before common shares participate 
in the profits. The interest on bonds, and 
the dividends on preferred stecks, may be 
looked upon as fixed obligations. They do 
not fluctuate with the rise and fall in the 
general level of prices. In other words, 
bondholders and preferred stockholders 
do not benefit one cent by an increase in 
the price level, nor do they suffer any 
detriment by a decrease in the price level. 
Hence, under the fair-value theory any 
increase in value inures to the benefit of 
the common stockholders and any de- 
crease in value results to their detriment. 
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Accordingly utilities finance in a manner 
consistent with the investment standard. 
The contracts with bondholders run for 
long periods of time—twenty to forty 
years. The contracts with preferred stock- 
holders may go to the life of the corpora- 
tion, subject to the right on the part of the 
utility to terminate the contract upon the 
payment of a penalty premium. These 
long-term contracts are entered into on a 
large scale in spite of the knowledge that 
prices constantly change. 

Bonds and other long term debt com- 
prise about 47 per cent of total electric 
utility capital, preferred stocks about 15 
per cent, and common stocks the balance. 
It may be asked why it is necessary to base 
rates on “fair value” when so much of the 
capital, 62 per cent, is so intimately related 
to the investment principle. The answer is 
that it is not. 

I would like to reiterate that, except 
for great declines in values which may 
affect bondholders and preferred stock- 
holders adversely, the so-called fair-value 
principle has nothing to do with the raising 
of the bulk of public utility capital. All 
students of the problem know that the 
amount of earnings is the important thing. 
The investment basis is, therefore, well 
designed to preserve the financial integrity 
of the utility. Under it the rate base is 
determined according to the actual in- 
vestment in property used and useful in 
public service and a determination is made 
as to the rates necessary to support that 
investment. 

Under the investment principle the rate 
of return takes into consideration the 
fixed obligations—interest on bonds and 
dividends on preferred stock—and also the 
amount of earnings necessary to protect 
the common stock. The rate of return is 
such as to keep the company whole, as- 
suming, of course, that capital is not in- 
flated and that the industry is economi- 
cally sound. The return necessary to at- 
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tract capital to the enterprise can be 
calculated. Regulation thereby comes down 
to the level of realities. 

It should be emphasized that the in- 
vestment method would permit the deter- 
mining of rates in such a manner as to 
attract capital. The prime factor in the 
marketability of public utility securities 
is the relationship of earnings to the partic. 
ular class of capital under consideration, 
Electric utility bonds sell for 2.6 per cent, 
not because the fair value is estimated to 
be so high, but because the earnings 
coverage is so satisfactory. These relation- 
ships, and the effect thereon of rate ad- 
justments, can be measured with relative 
exactness under the investment principle. 
In other words, only the investment prin- 
ciple permits a reasonable determination 
of the requirements of capital. 

Under the fair-value principle, the rate 
base is supposed to fluctuate with changes 
in price levels; the investment rate base, 
on the other hand, is stable. The stable 
rate base is an advantage to the security 
holder because it permits him to make a 
reasonable determination of the quality of 
his security. 

Public Service Commissions rather gen- 
erally have the power to pass upon public 
utility security issues. In approving public 
utility securities a Commission gives con- 
sideration to the investment and not to 
hypothetical estimates of values. 

The rate problem, in essence, is one of 
determining just and reasonable prices. 
Perhaps at some time in the future some- 
one may devise a better means of deter- 
mining just and reasonable rates than by 
the use of a rate base, but so long as a rate 
base must be used, then I believe the in- 
vestment base is by far the best standard 
to employ. 

I previously referred to the inflation in 
the Union Pacific Railroad Company as 
presenting one of the difficulties met with 
by the courts in deciding the case Smyth v. 
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Ames. In the early days of regulation, the 
determination of actual investment was 
probably a difficult undertaking because 
of the lack of trained public service com- 
mission accountants. That condition no 
longer prevails. 

Commissions now have competent ac- 
countants. In 1936 and 1937 public service 
commissions generally adopted a new 
system of accounts for electric utilities. 
This new system of accounts was designed 
to earmark inflation in a special account 
so that it might be eliminated. The staff 
of the Federal Power Commission in col- 
laboration with the staffs of the State 
Commissions have obtained many adijust- 
ments in the utility accounts pursuant to 
that system. The Federal Power Com- 
mission since 1940 has issued orders, most 
of which are in agreement with orders of 
State Commissions, approving or direct- 
ing accounting adjustments totaling 
$880,000,000. Staff reports in progress 
reflect about $300,000,000 of additional 
adjustments. 

The Public Service Commission of 
Missouri and the Federal Power Com- 
mission have collaborated in straightening 
out accounts of six electric utilities. They 
are presently engaged in a joint study of 
the accounts of Union Electric Company 
of Missouri. In a year or two the actual 
investment of most of the large electric 
utilities in this country will be known and 
will be a matter of record. Accordingly the 
conditions confronting the courts when 
Smyth v. Ames was decided no longer hold. 

Many able authorities have championed 
the investment method of determining the 
rate base. I quote below from some of those 
included in the supplement to the Federal 
Power Commission’s brief in the Hope 
Natural Gas Company case. 

Of course, the late Mr. Justice Brandeis 
was one of the leading advocates of the 
investment basis for the fixing of public 
utility rates. In support of that basis Mr. 
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Justice Brandeis stated in the South- 
western Bell Telephone case, 262, U. S. 
276, 289: 


“The adoption of the amount prudently in- 
vested as the rate base and the amount of the 
capital charge as the measure of the rate of return 
would give definiteness to these two factors in- 
volved in rate controversies which are now shift- 
ing and treacherous, and which render the pro- 
ceedings peculiarly burdensome and largely 
futile. Such measures offer a basis for decision 
which is certain and stable. The rate base would 
be ascertained as a fact, not determined as 
matter of opinion. It would not fluctuate with the 
market price of labor, or materials, or money. It 
would not change with hard times or shifting 
populations. It would not be distorted by the 
fickle and varying judgments of appraisers, com- 
missions, or courts. It would when once made in 
respect to any utility, be fixed, for all time, sub- 
ject only to increases to represent additions to 
plant, after allowance for the depreciation in- 
cluded in the annual operating charges. The wild 
uncertainties of the present method of fixing the 
rate base under the so-called rule of Smyth v. 
Ames would be avoided; and likewise the fluctua- 
tions which introduce into the enterprise unneces- 
sary elements of speculation, create useless ex- 
pense, and impose upon the public a heavy, 
unnecessary burden.” 


The advantage of a stable rate base, 
which is characteristic of the investment 
standard, are reflected by the following 
quotation from a Committee of the In- 
vestment Bankers Association: 


“So nearly as possible, a stabilized basis of 
property valuation should be developed. This is 
easier said than done, but candid effort can surely 
remove some of the chief causes of instabilities 
that are dependent on variations in commodity 
price levels and in varying rates of depreciation 
and obsolescence. Present deflation of values but 
emphasizes the disturbing effect of too fluctuating 
bases of value. To arrive at what is fair will call 
for mutual concessions—from public regulatory 
bodies, of preconceived notions that often have 
reflected political expediency rather than eco- 
nomic and basic considerations; from private 
ownership, of other preconceived ideas of the rights 
of private property in a regulated business imbued 
with a public responsibility and trust. Precon- 
ceived notions need to be reappraised or set aside, 
in favor of the answer to be found only after an 
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unbiased solution that will more nearly represent 
public and private rights than any yet applied. 
This Committee cannot but believe that a sound 
economic solution will sooner or later receive 
judicial sanction.” (Commercial and Financial 
Chronicle, November 21, 1931, Vol. 133, pt. 2, 
p. 3389.) 


Many leading public utility accountants 
favor the investment method, as is shown 
by the following typical opinions: 


“Since public utilities render a service which 
must be supplied continuously they should be 
regulated upon a theory that they are or will be- 
come going concerns. They are secured in their 
market position by means of governmental grants 
which are either expressly monopolistic or tend to 
become such under the pressure of uneconomic 
competition. They have voluntarily invested 
their capital upon the implied assurance that they 
will be permitted to earn reasonable returns. 
Under modern conditions of regulation the invest- 
ment of capital may even be compelled by govern- 
mental authorities or it is at least invested 
subject to governmental authorization and ap- 
proval. Under these conditions of regulated 
monopoly, the true economic standard for de- 
termining the rate-base is the investment stand- 
ard.” (Glaeser, Outlines of Public Utility Eco- 
nomics (1931), p. 505.) 

“Our conclusion is that original cost (unim- 
paired investment or prudent investment) is the 
most satisfactory basis of valuation.’ (Jones, 
Eliot, and Bigham, Principles of Public Utilities 
(1931), pp. 239-240.) 

“The most widely accepted alternative to re- 
production costs. new is the prudent investment 
method of fixing fair value... . 

“A stable rate base is a condition sine qua non 
of a satisfactory scheme of regulation. Prudent 
investment meets this condition, as does no other 
rate base that has been proposed.’”’ (Mosher and 
Crawford, Public Utility Regulation (1933), pp. 
214, 216.) 

“It is to be hoped that the Supreme Court will 
uphold the prudent investment principle and will 
set aside the concept of ‘present value’ which for 
nearly 40 years has done much to render rate 
regulation ineffective. Prudent investment is a 
fixed, non-fluctuating rate base, fair to all parties 
concerned. It can readily be ascertained and can 
be kept current merely through accounting pro- 
cedure. Adjustments because of changes in price 
levels can be made, as they should be, in the rate 
of return.”’ (Wilson, Herring and Eutsler, Public 
Utility Regulation (1938), p. 152.) 
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“The early obstacles to the adoption of a cogt 
or investment standard of rate control have now 
been largely removed. With the extensive de. 
velopment of accounting control since 1908 and 
the more recent enlargement of commission con- 
trol over security issues, the adoption of the pru. 
dent-investment program would be quite prac. 
ticable; the essential data are all available. Ip 
recognition of the present practicability of the 
prudent-investment standard, there are many de. 
cisions of the state commissions which indicate 
their preference for this simpler and more direct 
rate-making procedure. Even in those states 
where the adoption of the prudent-investment 
method of rate control is not immediately feasible, 
there is every reason to believe that the adoption 
of this standard would lead shortly to the develop- 
ment of the data required to make regulation on 
this basis truly effective.’’ (Barnes, The Economics 
of Public Utility Regulation (1942), p. 574.) 

“The need to simplify rate-making procedure, 
particularly in the determination of fair value, 
must not lead to a neglect of other equally impor- 
tant considerations in choosing a new method of 
rate making. No rate-making plan can be satis- 
factory in the long run unless it protects the 
legitimate interest of the community; the interest 
of the investors in utility securities and of the 
consumers of utility services. It is necessary, 
therefore, that the new rate-making plan should 
assure to utility companies a net income that will 
attract the capital required for continued er 
pansion of the utility industries. Rate making 
under the new plan should also be sufficiently re- 
sponsive to changing economic conditions to 
prevent an undesirable divergence of utility rates 
from the costs of producing utility services. 

“The prudent investment method of valuation 
meets these tests in every respect. (Bernstein, 
Public Utility Rate Making and the Price Lewl, 
(1937), p. 129.) 


Massachusetts has employed the invest- 
ment rate base for many years. In com 
nection therewith a former Chairman of 
the Public Utilities Commission of that 
State has said: 


“Our concern in Massachusetts now is that we 
may be forced to abandon a system of regulation 
that, on the whole, has worked well for neatly 
half a century. Financiers and economists outside 
of our State have asserted, with some heat and 
vigor, that our system is unsound economically 
and cannot work successfully; that it is unjust to 
the corporation and its stockholders, and that a 
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capital is timid, it will not seek investment in 
public utilities in Massachusetts. Representatives 
of some of our own electric companies have sung 
the same song. The answer to this is that the 
system has been in operation for nearly fifty years; 
that in all that time, resort to the Federal courts 
has been sought by electric companies in Massa- 
chusetts but twice, both cases being abandoned; 
that all of the electric companies in our State are 
in sound financial condition, and, so far as I am 
aware, none have difficulty in securing the neces- 
sary capital for their developments; and that 
decisions on rate questions are fairly prompt, and 
hearings and investigations are rarely protracted. 
We believe that the good faith of Massachusetts 
can be relied upon by those who invest their 
capital in public service enterprises, as it can be 
tied upon by those who lend the State their 
money.” (Attwill, “Weaknesses of the Valuation 
System,”’ American Academy of Political and 
Social Sciences, Annals, Vol. 159 (Jan. 1932), 
p. 97.) 


Commissions, informed by experience 
have discussed and advocated the prudent- 
investment basis as a sound solution to the 
difficulties of rate-making. During the con- 
sideration by the Supreme Court of R. R. 
Commission v. Pacific Gas & Electric Co., 
302 U. S. 388, the Wall Street Journal on 
December 28, 1937, published the results 
of a survey of the views of the various 
State regulatory commissions on the 
question of the ‘fair value” theory. The 
Commissions which expressed their prefer- 
ence were two to one in favor of the 
prudent-investment basis as the best 
solution to the rate-making problem. See 
also, Spurr, “Has Utility Regulation been 
Reduced to Negotiation and Wheedling?” 
Public Utilities Fortnightly, Sept. 2, 1937, 
p. 262. 

Summarizing, it may be said that the 
consensus in informed circles supports the 
investment method for determining just 
and reasonable rates of public utility 
enterprises. 


Trend to Investment Basis 


For some time there has been a rather 
sharp trend toward the investment basis. 
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As is well known, the California Railroad 
Commission has been using that method 
for a great many years, as has the Public 
Utilities Commission of Massachusetts. 
The Public Service Commission of the 
State of Utah now employs that method. 
A recent experience of the Utah Com- 
mission is of particular interest. That 
Commission had been studying the rates 
of Utah Power and Light Company for 
some time. In cooperation with the 
Federal Power Commission an audit was 
made of the company’s reclassification of 
accounts, as a result of which $29,000,000 
of water was eliminated from the accounts. 
Thereafter the Commission determined an 
investment rate base and ordered an 
annual rate reduction of $1,500,000. The 
Supreme Court of Utah sustained the 
Commission in a very able opinion.” 

The Public Service Commission of 
Arkansas has likewise adopted the invest- 
ment principles. On June 24, 1944, that 
Commission determined an investment 
rate base for Arkansas Power and Light 
Company and ordered a rate reduction of 
approximately $1,000,000 per annum.” 

The Public Utilities Commission of the 
District of Columbia for years had been 
operating under a sliding rate base of 
Potomac Electric Power Company. The 
rate base was determined by starting with 
the valuation figure in 1924, adding the 
cost of additions, deducting retirements, 
and including an allowance for working 
capital. In 1944 the Commission aban- 
doned the hybrid rate base and went over 
to the investment standard.”’ 

The Public Service Commission of 
Michigan, after trying to reduce rates of 
the Detroit Edison Company in a manner 
calculated to eliminate excess profit taxes, 
finally ordered a rate reduction of several 


% Utah Power & Light Co. v. Public Service Com- 
mission, 56 PUR (NS) 136. 

% 55 PUR (NS) 129. 

2755 PUR (NS) 65. 
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million dollars on the basis of an invest- 
ment rate base. 

One of the most important developments 
toward the investment standard occurred 
in North Dakota early this year. The 
North Dakota Commission, finding the 
way toward just and reasonable rates 
blocked by the fair-value principle, recom- 
mended to the legislature that its law be 
revised so as to sanction the investment 
method. The response was immediate and 
overwhelming. The law was revised. The 
amendments are so succinct and so pointed 
that I quote the two sections involved 
therein. 

“Section 1. The value of the property of a 
public utility, as determined by the Public Service 
Commission for rate-making purposes, shall be 
the money honestly and prudently invested there 
by the utility less accrued depreciation. 

“Section 2. The value of public utility property 
for rate-making purposes shall not include or be 
affected by good-will value; going concern value; 


or franchise value in excess of payment made 
therefor.” 


As further evidence of the trend to the 
investment basis for determining rate base, 
I have reviewed the decisions reported in 
Public Utility Reports for the period 
January, 1944, to June 30, 1945. There are 
twenty reported cases involving reductions 
of $100,000 or more. Four of these did not 
involve the computation of a rate base, 
two employed the fair-value method, one 
a combination of fair value and cost under 
a sliding-scale arrangement, and in the 
remaining thirteen cases the rate base was 
determined according to the investment 
principle. 

Thus, so far as practice is concerned, 
there is an unmistakable trend away from 
fair value and toward the investment 
standard. 


Experience of the Federal Power Commission 


The Federal Power Commission in all 
except one of its formal rate cases has em- 
ployed the investment principle in deter- 
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mining the rate base. The one exception 
was an interim order relating to the 
Natural Gas Pipeline Company of America 
in which, as previously stated, after the 
court proceedings on the interim order 
were concluded, an investment rate base 
was determined and a further reduction of 
$2,750,000 agreed to by the company with- 
out further formal proceedings. 

Since 1938, when the Natural Gas Aet 
was passed, the annual rate reduction 
ordered by the Commission for natural gas 
companies subject to its jurisdiction total 
$37,000,000. On a cumulative basis, the re- 
ductionsaggregate more than $100,000,000, 
These reductions apply in the main to ten 
cases, in all of which an investment base 
was determined. In one case, namely, that 
of Panhandle Eastern Pipeline Company, 
a refund of some $23,000,000 is awaiting 
distribution. The Commission’s order in 
that proceeding was sustained by the 
Supreme Court of the United States. 

The Bureau of which I am head played 
a major role in the cases referred to above. 
I directed the field work in those cases and 
also testified in most of them. Basing my 
conclusions on long experience, it is my 
firm conviction that the great progress 
made by the Federal Power Commission 
in the regulation of natural gas rates is due 
primarily to its adherence to the invest- 
ment standard. I doubt greatly whether 
the first major rate case would have been 
concluded by the Commission had it 
elected to pursue the fair-value approach. 

It must be evident, therefore, that the 
investment basis is practical and workable. 
It is sound, and under it the integrity of 
the enterprise, assuming it is economically 
sound, is preserved, capital is attracted, 
and just and reasonable rates are deter 
mined within a reasonable period of time 
and within the bounds of a reasonable 
expenditure of funds. As proof of the fact 
that the method is a sound one from 4 
financial viewpoint, I should like to point 
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out that when the Supreme Court on 
January 3, 1944, in the Hope Natural Gas 
Company case, sanctioned the investment 
method of regulating public utility rates, 
there was not a flutter in the stock market 
for public utility securities. 

Accordingly, at this stage in the regula- 
tion of public utility rates, I feel that the 
weight of argument, the consensus of im- 
partial opinion, and the results of practice 
are all on the side of the investment 
principle. It is the method which I strongly 
recommend. 


HOUSE BILL No. 505 


House Bill No. 505 is designed to make 
the investment method lawful in Missouri. 
As stated previously, I am in agreement 
with the principles of the Bill, subject to 
two modifications. 

Under the Bill the rate base would con- 
sist of the cost when the property was first 
devoted to public use (original cost) less 
depreciation, plus working capital. My 
first suggested revision relates to original 
cost. As to the great bulk of public utility 
properties in this country, original cost 
and cost to the utility are synonymous. 
When a utility has constructed its prop- 
erty, or is the first to devote the property 
to public use, then its cost is original cost. 
Inasmuch as the great bulk of public 
utility properties in this country have 
been constructed or were first devoted to 
public use by the utilities which presently 
own them, it follows,that original cost and 
cost to the utility are the same to a very 
large extent. 

Many utilities, however, have purchased 
some public utility properties from an- 
other utility in arm’s-length transactions. 
These transactions were not usually at 
original cost; hence as to the acquisitions 
of going public utility concerns, the cost or 
investment of the utility which presently 
owns the facilities may differ from original 
cost. In the usual situation, in the electric 
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utility field at least, the acquisition cost 
has been in excess of original cost. It is my 
opinion that this excess of present invest- 
ment over original cost is entitled to con- 
sideration in the computation of the rate 
base. 

The excess of present investment over 
original cost often relates to acquisitions 
twenty, thirty, or forty years ago. In 
certain cases the physical facilities ac- 
quired have been retired but the excess 
investment over original cost remains on 
the books. This excess often represents an 
investment in intangibles, such as prospec- 
tive earning power. It is conceivable that 
the investment in the intangibles initially 
served a useful purpose and, if so, recogni- 
tion should be given them in the rate base 
for a reasonable period of time. On the 
other hand, the period since the acquisition 
may be so long that the intangibles have 
lost their significance and a continued 
allowance should not be made. If the 
language of the Act, however, is changed 
so that the startling point in the computa- 
tion of the rate base is actual legitimate 
cost of property used and useful in the 
public service, I am sure that the regula- 
tory Commission would have ample dis- 
cretionary power to determine upon the 
facts of each case the proper allowance to 
be made for the cost of intangibles ac- 
quired in arm’s-length transactions. 

In order to accomplish the foregoing 
suggestion, it is recommended that there 
be stricken from line 8 of page 1 the words: 
“when first devoted to public use,” and 
there be substituted ‘“‘used and useful in 
the public service.”’ The pertinent clause 
would then read ‘“‘the Public Service Com- 
mission is hereby required to investigate 
and ascertain the actual legitimate cost of 
the property of such public utility used 
and useful in the public service.” 

The other suggestion I wish to make 
relates to depreciation. I would suggest 
the word “accrued” be inserted before 
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“depreciation,” line 9, page 2, and that 
the words “and amortization” be inserted 
after the word “depreciation.” The word 
“accrued”’ has an accounting significance 
and ties in very well with the procedures 
used in determining annual depreciation 
expense. The use of the word “accrued” 
would give Commissions wide latitude in 
determining whether the book reserve or a 
proper reserve should be deducted, de- 
pending upon the facts and circumstances 
in each case. It would also show clearly 
that the deduction of ‘‘observed deprecia- 
tion,” which has done so much injustice 
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CHARLES V. 


HE SITUATION in my course “Be- 
ginning Accounting” at Biarritz 
American University was this. Two 
classes were held in the afternoon im- 
mediately following lunch. In addition to 
the sleepiness normal to all afternoon 
classes was the fact that GI noon meals are 
much heavier than those ordinarily eaten 
by civilian students. So the resultant’ 
drowsiness was even more noticeable. Any 
hot summer afternoon is a difficult time 
for concentration and study, but for GI’s, 
many of them combat men who had done 
little serious study for years, it was a 
particularly trying time. 

The beach was calling: swimming in the 
surf, visiting on the sands with les jeunes 
filles francaises, playing volley ball, sun- 
bathing (a special treat for all of us who 
had been starved for warm sunshine 
during the rigors of the previous winter). 
Other sports were calling: tennis, golf, 
badminton, bicycling through the Basque 
country. These possibilities would be 
distracting to students at any time; doubly 
so now and here. 

But that was not all. Theater classes as 
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to consumers, is not contemplated. 

The word “amortization” should be 
added because certain investments are 
subject to depreciation and others, techni- 
cally, to amortization. This also ties in 
with the language of Section 2 of the Bill, 

As revised, the phrase would read, “‘the 
accrued depreciation and amortization 
therein.” 

With modifications such as I have sug: 
gested, House Bill No. 505 would permit 
the rate base to be determined in accord- 
ance with the investment standard which] 
have discussed. 


TECHNIQUE 


EsKRIDGE 


well as University radio programs were 
requesting students to make try-outs and 
to come out for rehearsals. Then too, there 
were GI movies, French movies, stage 
plays presented by the University, con- 
certs, athletic contests, the GI “‘coke’’ bar; 
dancing at the Bon Marche, pingpong 
tables, and card tables. And visits in 
French homes were arranged under the 
auspices of the French-American Welcome 
Committee. These night attractions, which 
constituted such a strong temptation for 
pleasure-starved soldiers who had _ been 
stationed in out-of-the-way places of 
France and Germany, all made for sleepi- 
ness in class the next day. 

Furthermore, many of the men were 
homesick, ETO-weary, mentally and phys 
ically tired out, unaccustomed to study 
after two to four years in the Army. There 
was a strong aversion to volunteer. No 
“right minded” GI will volunteer for any- 
thing, whether to work or to ask questions. 
Group psychology in the army is against 
anyone who asks questions. Another hurdle 
to overcome was the fact that I was an 
officer with enlisted men as students; this 


auto! 
rier. 
As 
all, t 
to lee 
brea 
office 
ways 
the 1 
the : 
therm 
deve 
and 
Tl 
coop 
line: 
was 
the 
nam 
and 
were 
wee 
han 
mad 
Afte 
revi 
mar 
Thi 
thir 
the 
the 
stuc 
and 
disc 
que 
call 
the 
of 1 
the 
. sio 
eve 
the 
vol 
: use 
tim 
sti 


qutomatically raised somewhat of a bar- 
rier. 

As instructor it was my problem, first of 
all, to stimulate interest. Second, a desire 
tolearn must be created which would help 
break down the psychological barrier of 
officer-enlisted men relationship. Third, 
ways had to be devised which would help 
the men to understand difficult points in 
the subject matter. Fourth, I must help 
them remember these points. Fifth, I must 
develop ways to keep them mentally awake 
and alert during class instruction. 

The effort made towards gaining the 
cooperation of the class followed this out- 
line: The name of each man in the class 
was learned within a week. Even before 
the first class session I studied the list of 
names of students enrolled in the course 
and by first roll-call many of the names 
were already familiar. During the first 
week, roll-call was taken with a show of 
hands so that a conscious effort could be 
made to connect the face with the name. 
After the end of the class period a quick 
review was made of. the register and as 
many faces brought to mind as possible. 
This procedure was followed the second, 
third, fourth, and fifth days both before 
the class as a last-minute review, and after 
the class in order to increase the number of 
students who could be recognized by name 
and by face. With the development of class 
discussions and as students began to ask 
questions, so far as possible each man was 
called upon by name without reference to 
the register. At the end of the course, some 
of the students remarked that the use of 
their names had made a profound impres- 
sion on them. I felt the efforts to know 
every student by name before the end of 
the first week were well rewarded. 

In order to break the habit of not 
volunteering, the following procedure was 
used. Even though questioning at any 
time during a lecture was encouraged, 
still any lecture was always concluded by 
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the query, ‘Are there any questions?” If 
there was no response, four students were 
selected to go to the blackboard and work 
on problems illustrating the topics just 
covered. These accounting problems were 
carefully selected prior to class for just this 
purpose, and the students selected were 
exactly those whose faces showed a certain 
amount of puzzlement and uncertainty 
which they did not clear up by asking 
questions. As soon as the class realized that 
failing to ask questions simply meant that 
they would have to ask them in a different 
manner, the old Army habit was broken 
and questions began pouring forth. 

In order to combat the summer after- 
noon lethargy, it was made quite clear to 
the class that the instructor was entirely 
sympathetic with the difficulty of attend- 
ing class after heavy meals on hot days, 
and that they need not feel embarrassed 
about being sleepy. The drowsy members 
were invited to stand up and go to the rear 
of the class for some fresh air, and to leave 
the class at will for either a drink of water 
or a smoke without requesting permission. 
Only one man took advantage of this, but 
psychologically it seemed to clear the air 
when they knew that if they felt sleepy 
they could take appropriate counter- 
measures to suit their convenience. 

Furthermore, since the name of each 
man was known, it was a simple matter to 
question any individual who showed 
symptoms of oncoming drowsiness, and 
thus awaken him by a recitation before 
the drowsiness had proceeded too far. 

Another method of gaining the coopera- 
tion of the class was by following their 
lead to a certain extent in the development 
of the course. Any time a question was 
asked, even though irrelevant to the 
matter on hand (if that question pertained 
to accounting material which would nor- 
mally be taken up at a later date in the 
course), the question was answered fully 
and completely at the time if I felt the 
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class had sufficient background to grasp 
the major portion of the explanation. The 
reason underlying this approach was to 
develop naturally and informally the sub- 
ject matter and to make it seem less 
formidable and easier to understand. Then 
later on, in following our text, when we 
came upon the same subject the class was 
reminded that the reading assignment was 
merely a review of what had been taken 
up previously in class discussion. The 
object of this was to overcome the feeling 
that accounting was a difficult subject. 

It might be mentioned that at the end 
of the first week, the nomenclature of all 
first semester terms was taken up and a 
brief explanation given. Among items 
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discussed were Depreciation of Machinery, 
Reserves for Depreciation of Machinery, 
Accrued Rent, Prepaid Interest, and s9 
forth. The reason for this discussion was 
not to explain in detail these various ae. 
counts, but simply to set up a large, over. 
all, ‘skeleton structure’ or pattern into 
which the component parts would fit at a 
later date. It might be said that we first 
set up the framework of the course, and 
then went back to build room by room, 
rather than following the process of adding 
one room to another. Many of the students 
at the end of the semester said that getting 
the over-all picture at the beginning had 
made it much easier to see the various 
parts of the course in a coordinated whole, 


PRIVATE OR PUBLIC ACCOUNTING 


Tuomas W. BYRNES 


ing have lately been besieged by 
applicants for admission. For the 

most part those desiring to enroll are 
honorably discharged veterans whose edu- 
cational programs were interrupted by 
induction into the services. Among those 
accepted many are taking refresher courses 
and all are faced with the perplexing prob- 
lem of choosing sooner or later between a 
position in the accounting division of a 
business, institutional, or governmental 
activity and a career in public accounting. 
Most of the literature on the subject has 
been written by professionals who have 
highlighted the public practice of account- 
ing. The writer was told recently at a 
student conference that he is one of the 
offenders, and evidence was presented in 
the shape of his little contribution wherein 
“ten chapters are devoted to the public and 
only one to the private phase.” These lines 
are submitted as gestures of repentance 
and mollification, and also in an attempt 
to compare dispassionately the two fields. 


Cine is offering courses in account- 


At the outset it should be understood 
that for those who seek preferment in 
either branch the pre-academic require 
ments and the unuergraduate studies are 
similar. A divergence in preparation need 
not occur until the student decides upon 
his or her future career. Before entering 
upon postgraduate work it is extremely 
important that aptitudes, inclinations, 
and temperaments be considered quite as 
carefully as the advantages and oppor 
tunities of private versus professional em- 
ployment. 

The desired qualifications for public 
practice have been described in various 
books and articles, particularly in treatises 
prepared under the direction of, and avail- 
able at, the American Institute of Ac 
countants, 13 East 41st Street, New York 
City. For private accounting they would 
be the same, but the successful public 
practitioner must be so constituted that he 
can carry the intimate affairs of many 
concerns in his mind at all times and be 
able to transfer his attention from one to 
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another at a moment’s notice without 
indicating perturbation. Not all persons 
can so adapt themselves to rapid changes, 
and many able accountants leave the 
profession to accept private positions on 
this account. 

Any statement regarding the advantages 
and disadvantages of the two accounting 
fields must be related to the temperament 
and the ultimate goal of the aspirant. 
In business organizations accountancy- 
trained persons find their principal work 
opportunities in positions leading to cost 
accountant, internal auditor, chief ac- 
countant, credit executive, controller, and 
treasurer. Institutions such as universities 
and hospitals offer berths as bursar and 
business manager. In governmental de- 
partments investigative accountants, tax 
auditors, and analysts are in demand. The 
ultimate vocational opportunity in public 
practice is that of staff supervisor and 
principal. Private accounting offers in 
large accounting departments more rapid 
advancement to those who possess the 
requisite training and initiative than 
public accounting. In the former the life 
will be easier and more regular; the 
financial rewards are likely to be higher to 
the beginner than in public practice where 
the revenue is derived from the sale of 
professional services. Also, in business 
employment there is not the fear of loss of 
position that exists in public accounting 
because of relaxation of seasonal peaks in 
the latter. The more general adoption by 
business of a natural business year, rather 
than the calendar year closings, will in 
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time overcome the last-named disadvan- 
tage. 

Many accountancy graduates unable to 
decide which field to pursue have accepted 
private accounting positions temporarily. 
This action is advantageous for those who 
desire the CPA certificate but have not 
yet passed the three “reading” subjects, 
because it insures their presence in town at 
quizzes and at the dates of the CPA ex- 
aminations. Public accountants’ assistants 
are often assigned to out-of-town engage- 
ments which interfere not only with 
preparation for but also attendance at 
examinations. For those who have been 
successful with the ‘‘reading’’ subjects it 
would seem unwise, because of the service 
requirements, to enter, or to continue in, 
private accounting until the practical test 
has been passed. 

The Rubicon having been crossed, the 
postgraduate student must take the educa- 
tional road which will lead to the desired 
destination. The private accountant should 
explore advanced courses in management, 
internal control, controllership, and the 
like, while the aspirant to professional 
practice should delve deeply into account- 
ing systems, auditing practice, consolida- 
tions, taxation, etc. 

In the foregoing remarks an attempt has 
been made to state impartially some of the 
pros and cons of a question which confronts 
a great many present-day accountancy 
students. In the last analysis, however, 
each individual must decide for himself, 
after mature consideration, whether he 
will enter private or public accounting. 
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COMPONENTS OF A MODEL 
PERMANENT FILE 


CLIFFORD S. BRISON 


HE INSPIRATION to write this article 
came from studying the refresher 
course on Contemporary Accounting, 
published by the American Institute of 
Accountants, in which there is an excellent 
chapter by Maurice E. Peloubet on 
“Audit Programs and Working Papers.” 
In this he refers twice to the “permanent 
file” but does not elaborate its contents. 
The components number fourteen, which 
fall under three main classifications: 


GOVERNING OR FUNDAMENTAL DOCUMENTS 


I. Copy of articles of incorporation 
and by-laws of a corporation or 
copy of deed of partnership. 

II. Marked copy of any trust deed re 

funded debt. 

Mandatory provisions re: pay- 
ment of dividends, maintenance of a 
specified ratio of current assets to 
current liabilities, and any others 
pertinent to the accounts should be 
sidescored in the outer margin to 
facilitate reference. 

Copies or excerpts of minutes of 

continuing and cardinal importance. 

E.g., stockholders’ altering the 
capital structure; directors’ deci- 
sions anent: policy regarding de- 
preciation, valuation of inventory, 
or setting up an employees’ retire- 
ment plan. 

Rescripts or précis of agreements of 

the first and lasting significance. 

E.g., agreements with: the Presi- 
dent, labor unions, and suppliers 
of basic commodities. 


ITI. 


IV. 


AUDIT GUIDES 
V. Copy of memorandum of client’s 


VI. 


engagement instructions and repre- 
sentations. 

This and other components con- 
sisting of one or two sheets of paper 
should be mounted on cardboard so 
as to withstand continual handling 


-during the course of audit. 


Card of accounts and/or copy 
of client’s accounting manual(s), 
These should be copiously cross- 
indexed (in green) to corresponding 
items or persons in components 
VIII and IX (8). 

Seven-year plan of audit. 

This component might consist of 
sheets of fourteen-column working 
paper whereon are listed, in the four 
left-hand columns, descriptions of 
the work to be done—these should 
be double-spaced to allow for emen- 
dations (as developed by experi- 
ence)—and the reasons for changes 
and dates thereof should be stated’ 
in the last three columns headed 
“remarks.” This would leave seven 
columns, headed by the seven years, 
in which would appear the initials of 
the assistants and the beginning 
and ending dates of the work as 
and when completed by them. A 
seven-year plan will allow for varia- 
tions in emphasis from year to 
year: those items which should be 
stressed each year being under- 
lined, and those from time to time 
sidescored (and initialed) by the 
reviewing partner or manager it 
left-hand ruling of column(s) of the 
year(s) selected. 

Aide-mémoire re system of internal 
check followed by the certificate of 
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the in-charge assistant as to its 
adequacy and the initials of the 
reviewing partner or manager. 

The first reference to internal 
check in our language was made 
somewhere in the fourteenth cen- 
tury by glorious Geoffrey Chaucer’ 
writing in London. It is quoted 
below: 


“The thridde day this marchant up 
ariseth, 
And on hise nedes sadly hym avyseth, 
And up into his countour-hous gooth he, 
To rekene with hym self, as wel may be, 
Of thilke yeer, how that it with hym stood, 
And how that he despended hadde his 
good, 
And if that he encressed were or noon. 
Hise bookes and his bagges many oon 
He leith biforn him on his countyng-bord. 
Ful riche was his tresor and his hord, 
For which ful faste his contour dore he 
shette, 
And eek he nolde that no man sholde hym 
lette 
Of hise accountes, for the meene tyme; 
And thus he sit til it was passed pryme.”’ 


Nearly a quarter century ago, 
when I designed what was probably 
the first questionnaire re internal 
check to be used extensively in our 
profession, I was careful to label it 
an aide-mémoire, thereby impressing 
upon its users the fact that it was 
intended merely as a reminder, and 
was not in content or emphasis for 
every type of audit, Mr. Peloubet 
has made some significant additions 
to my modest beginning of ninety 
and nine questions in all. 

This component should be cross- 
indexed to corresponding items or 
persons in Components VI and IX 
(8). 


IX. Charts of 


(a) Organization—in the case of a 
company with subsidiaries. 


‘Chaucer, Canterbury Tales, lines 14486 to 14499, 


Components of a Model Permanent File $11 


(8) Personnel and duties—these 
should be cross-indexed with 
components VI and VIII. 


_(y) Processes—in the case of a 


manufacturing concern. 
(A) Statistical comparisons by 
years. 

I can recall an instance in which, 
by comparing some statistics pre- 
pared by the sales department with 
the figures shown in the accounts, a 
million-dollar error was revealed in 
the audit of an internationally- 
known manufacturing concern in 
New York State. 

The above charts would ordi- 


FFnarily be prepared by the client’s 


X. 


XI. 


staff. . 

Copies of: 

(a) Tax returns. 

(8) SEC filings. 

(y) Other returns containing ac- 
counting data for government 
departments. 

List of plants, offices, and/or stores, 

their locations and how to reach 

them. 

This component might» contain 

notes such as the following: 


“Arrangements should be so pre- 
planned that two or more of our assist- 
ants be engaged at the Mount Pedro 
(#2) plant on a Friday, since on that day 
of the week the plant paymaster, Leon- 
ard Judd, rides over the Sierra Marias to 
the Pleasant Valley (3) plant, and is 
always willing to give our men a lift; 
there is room for two in the car besides 
the payroll box and the armed guard. 
By accepting his offer, at least half a day 
is saved, since the trains at Mixup Junc- 
tion (near Elizabeth City) do not connect. 

NB. Authority for Mr. Judd to take 

passengers on this trip must be 
obtained in writing from the 
company’s treasurer, Adam Bede, 
of the Los Angeles (#1) plant. 

“There are objections to the use of 
“Miss Joan Shaw” (the firm’s private 
aeroplane) on this sub-assignment: (a) 
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the airfield at Pleasant Valley is small and 
poorly equipped, and fog often prevails 
at that time of the year. (At present, 
parachuting to reach regular audits is 
not allowed by the firm.) (b) David Al- 
lard (the executive partner) usually rules 
that top priority be given in its use to the 
men then engaged on the audit of the 
Caribbean Mercantile Corp.” 


SYNOPSES OF ACCOUNTS 


XII. Historical epitome of the accounts. 
This component might be ar- 
ranged in the form of a cumulative 
statement of sources of funds and 
their disposition from the inception 
of the concern down to date, ar- 
ranged in columns which would be 
subtotaled by years. 
~ XIII. Master schedules of noncurrent .ac- 
counts. 

This component would be com- 
piled by transferring from the cur- 
rent working papers each year the 
master (or top) schedule of such as: 
capital assets, permanent invest- 
ments, funded debt, reserves, capi- 
tal, “excess capital” (capital sur- 
plus), and surplus, leaving in the 
current file the detail of the changes 
during the year and their verifica- 
tion. 

Published-accounts file. 

In the case of a long-established 
client, this file might well be made 
ancillary to the main permanent 
file with only the most recent an- 
nual. accounts forming the com- 
ponent. Representing, as it does, 
the summum bonum or end result 
of the accountant’s labors, it might 
well be filed on top of the permanent 
file with the fundamental docu- 
ments (as being also least referred 
to) at the bottom of the file. 


XIV. 


Indexing and Filing of the Permanent File 


A rubber stamp or, better, a sticker 
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printed in green with the following: 


C.P.A. & Co. 
Permanent File No. 
Component No. 
Year 


should be affixed at the top right-hand 
corner of each component. The file number 
would be the client’s regular number. 
Roman numerals and Greek letters should 
be used in indexing the components, and 
made uniform throughout the organiza- 
tion. The word ‘“‘component”’ should be 
used to distinguish the parts from the 
“schedules” and “exhibits” of the current 
working-paper files; in indexing, green ink, 
or chalk, should be used to differentiate 
further the papers from those of the 
current file, which are usually indexed in 
red. 

Some of the necessary cross-indexing has 
already been referred to under components 
VI, VIII, and IX (8). 

In preparing the permanent file for 
filing, it may be found impossible to fold 
every component to a uniform size for 
binding, and, in any event, a spike should 
not be used as it will be found necessary 
often to disassemble the file. Items com- 
posing individual components might be 
spiked together, and for the whole a giant 
spring clip might be used. 

In the case of a company with numerous 
subsidiaries, a deed box might be used. In 
such cases also, it may not be necessary to 
take onto the job more than the last few 
years’ components, V, VIII, X, XIII, and 
XIV. 

‘The whole of the permanent file should 
be treated as esoteric—thus providing one 
more instance of the mystery which should 
properly attach to any professional man 
performing before his laity. 

The seven-year plan of audit (com- 
ponent VII), however, might well be 
marked “Top Secret—Not to Fall under 
Clients’ Eyes.” In case of accidents, it 
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Wage Fund.and Full Employment 


should not be sidescored for more than one 
year in advance, and this might well be 
done during the review of the current audit 
or during the now-busy season. 

Compared with the hard work repre- 
sented by the current file of audit working 
papers, the compilation and bringing up to 
date of the permanent file will be found to 
bealmost a pastime. The time spent on its 
initiation, however, will be found to pay 
dividends: 
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1. in time saved in the routine work of 
the current audit; 


2. in reviewing the work—particularly, 
in obtaining a telescopic view of it; 


3. in building up goodwill with the client 
who is apt to regard with favor an 
assistant, new to the audit, who will 
not have to ask so many questions, be- 
cause by referring to his permanent 
file he can find the answers. , 


WAGE FUND AND FULL EMPLOYMENT 
Percy WALLIS 


Query: If all wage payments were determined as a contracted percentage of the total income pro- 
duced, would it not be reasonable to expect that competition of workers would no longer be needed 
to fix the wage rates necessary to produce full employment? 


tion are prepared each year. Prob- 

ably no attempt has yet been made 
tocomplete the accounts so that the result 
of the whole trade of a nation can be 
examined. It is therefore, interesting to 
find that they can be calculated. The 
Fifteenth Census of the United States and 
National Income, in the United States, 
1929-32, supply all the necessary informa- 
tion. The details included in these two re- 
ports are arranged as accounts to illustrate 
these notes. 

The attempt to prepare national ac- 
counts shows that the form of accounts 
used for individual businesses is not satis- 
factory. This became evident when na- 
tional income estimates were published. 
“A New Method of Accounts” published 
in The Accountant (London, September 19, 
1942) was suggested by the income esti- 
mates. The preparation of national ac- 
counts shows that the improved method sug- 
gested then requires further modification. 

The evolution of accounts is not fully 
recorded and no satisfactory history ap- 
pears to have been published. Probably 
the first businessmen to make use of ac- 


Nin for all businesses of a na- 


counts were the merchants of the Middle 
Ages. The early forms were simple cash ac- 
counts usually prepared as an aid to mem- 
ory. Tally sticks and other early forms of 
money records were also mainly an aid by 
which to remember incomplete exchanges. 

Exchanges took place long before money 
was used and were very difficult to remem- 
ber in exact detail. The use of money as 
common denominator made written rec- 
ords possible. For the small business a 
simple cash account was sufficient to keep 
a record of the chief transactions. The bal- 
ance of cash in hand was accepted as show- 
ing that the business was successful. 

The change from the simple cash ac- 
count to a fuller record including stock and 
wages in the form of a trading account is 
a modern invention. The Trading Account 
as used for business accounts was not in- 
vented till the end of the nineteenth cen- 
tury. The new form of accounts came into 
general use only about 1905. 

The recent alteration in the form of ac- 
counts makes a further modification rea- 
sonable now that the more complete rec- 
ords of the nation’s income are available. 
The ordinary transactions of buying and 
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selling appear to be so simple and well 
known as to require no further considera- 
tion. The “profit motive” and the idea 
that business is expressed by ‘buying 
cheap and selling dear’ are two common 
fallacies. The study of national accounts 
makes it quite clear that buying and selling 
(or exchange) is always exactly equal and 
that there is practically no item in the ac- 
counts that expresses the special gain asso- 
ciated with the word profit. Instead all 
business is employment—busy-ness. The 
result obtained by business, whether classi- 
fied as wages, salaries, interest, dividend, 
or employers’ drawings, is produced by 
employment. The difference arises from 
employment of some kind and not as the 
result of buying and selling. This conclu- 
sion is arrived at through a careful study 
of the nation’s accounts. Any other con- 
clusion must be supported by accounts 
prepared in such a way as to show where 
the “profit”? not produced by employment 
arises. 

An example may show how the differ- 
ence arises. Merchants were probably asso- 
ciated with the first accounts. Their ac- 
counts would record buying certain goods 
in one market and selling in another. It is 
therefore, a very natural conclusion that 
the difference is the result of buying cheap 
and selling dear, or a “profit.” Actually 
the merchant bought, say, furs from a 
hunter who trapped animals in a distant 
country. The hunter has bought nothing 
and yet sells furs. The hunter’s accounts 
show money received from the merchant 
representing the goods produced by his 
employment or business. The real trans- 
action is an exchange. The merchant has 
bought furs with money and the hunter 
has bought money with furs. The real 
item of exchange is the goods the hunter 
obtains with the money received for the 
goods (furs) he has produced. The money 
is only a means of measurement. The ex- 
change takes place at the same time, and 
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both give and receive things that are 
equal. 

The merchant transports the skins to 
some other place and trades them to a 
craftsman who makes fur coats. The crafts- 
man pays more for the skins than the 
merchant paid to the hunter. Although this 
difference is present, the sale to the crafts- 
man is still an exchange and therefore 
equal, The merchant buys money from the 
craftsman and the craftsman buys skins 
from the merchant. The transaction is a 
complete exchange, exactly the same as 
that made with the hunter. 

If the merchant uses a trading account 
it will show a balance that can be referred 
to as a profit. Since the merchant was 
probably the first person to use accounts 
it is natural that what appeared to cover 
the transaction in his business was gener- 
ally accepted for other accounts. It was not 
realized that the same method of accounts 
did not record the business of the hunter 
or the craftsman. 

To bring all three accounts into line, 
the form of the merchant’s accounts should 
be so altered as to show the exact transac- 
tion. The merchant has bought and sold 
goods at two different prices. The differ- 
ence does not occur in either the buying 
or the selling. It is the result of the mer- 
chant’s business or employment. The busi- 
ness is carried on so as to arrange for the 
disposal of goods—in this case skins pre- 
pared by the hunter—and provide the raw 
material for the craftsman. It is the service 
to the community that creates the differ- 
ence. There are therefore, two quite dis- 
tinct transactions, the buying and selling 
referred to as “trade” and the business of 
the merchant or his employment. If the 
merchant does all the work himself there 
is little point in separating the transac- 
tions. When the merchant employs other 
persons and pays wages the two separate 
accounts become necessary. Buying labor 
and selling the service rendered by that 
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labor, although a complete exchange, is 
not quite the same type of transaction as 
buying and selling goods. The labor is em- 
ployed, and the result of that employment 
js not correctly expressed as either profit 
or trade. 

From a national point of view the 
amount is part of the income of the nation 
or part of the result of employment. It is 
not trade—meaning buying and selling; it 
is not profit—meaning a special gain. The 
only word that really expresses what one 
wants to know is business or employment. 
In these notes and accounts the two sets of 
transactions are shown first by a trade ac- 
count, or buying and selling; second, by an 
employment account or business account, 
covering all that part of the transaction 
which is included as part of the national 
income. It is then possible to show what 
part each industry and each individual 
takes in the production of the national in- 
come. 

The accounts then would show the re- 
sult obtained by the persons who are em- 
ployed and the proportion of that result 
which is received by each class of persons 
taking part. It also becomes evident that 
the incentive is the total produced by em- 
ployment and not a mere fraction of the 
production that can be referred to as profit. 
The accounts also show how each industry 
and each business adds a fraction to the 
total result. (See Table I in the Appendix.) 
The final service in the form for actual con- 
sumption has passed through many hands, 
each adding its quota to the final result. 

Accounts also show that the final price is 
exactly equal to the amount paid out for 
each type of employment. The payments 
may be classed as wages, salaries, inter- 
ests, dividends, royalties, or employers’ 
drawings, but all are the result of some 
type of employment. The result obtained 
by that employment is the incentive, not 
only a small fraction of that result which 
an employer may refer to as his profit. 
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The great depression that came in 1930 
—the aftermath of the first World War— 
suggested to the American government an 
enquiry into the change the depression 
made in the national income. The report 
of the enquiry Shows a great change in the 
cash income caused by the fall in prices in 
1929 to 1932. To correct the fall in prices 
it was decided to alter the gold content 
of the dollar by devaluation. The adjust- 
ment of 69 per cent was made by altering 
the price of gold per ounce from 20.68 dol- 
lars to 35.00 dollars. The change in the 
national income made by devaluation is 
clearly shown by the estimates of income 
in the years following the change. In 1929 
the total income is estimated at 78 billion 
dollars which was reduced by the depres- 
sion to 45 billion dollars in 1933. Devalua- 
tion was made in 1934 and the income grad- 
ually increased to 69 billion dollars in 1937. 
(See Table VII.) 

For full appreciation of the change it 
must be realized that the difference in the 
two incomes of 1933 and 1937 is only in 
money. The actual income in goods in the 
two years is the same for all persons in em- 
ployment. The 10,000,000 persons unem- 
ployed in 1933 received a smaller real in- 
come because no income was produced by 
them. All the others received the same real 
income although they had 58 per cent less 
money income. 

The chief change made by devaluation 
is in gold mining. The alteration in the 
price per ounce caused a 69 per cent in- 
crease in the income of the gold miner. 
The difference is shown by the great in- 
crease in gold production. The gold mines 
of the world increased their production 
from 24,548,000 ounces in 1933 to 36,- 
750,000 ounces in 1937, and the produc- 
tion has further increased. 

An examination of the accounts for the 
different industries will show that the 
earnings of all other industries must have 
a direct relation to the earnings in the gold 
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mines. Any industry or business that has 
an earning capacity above other industries 
attracts more persons to join the industry. 
The reverse takes place if the earnings are 
below those of other industries. This ac- 
tion tends to keep a similar earning power 
in all industries when the same quality of 
labor is employed. The gold mining ac- 
counts for 1929 show that other industries 
were above gold mining in earning capac- 
ity. (See Table IV.) So long as gold is used 
as the measure for the money price of 
other goods, this movement of employ- 
ment must force all other industries to the 
same earning capacity as the gold mines. 

Because agriculture produces many raw 
materials for other industries it is advisable 
to start with the accounts for this industry. 


AGRICULTURE BUSINESS ACCOUNTS FOR 
1929. (TABLE 11) 


The accounts are arranged in the pro- 
posed new form for accounts. The old form 
of accounts gives the rather absurd con- 
clusion that agriculture is the most profita- 
ble industry. In the income report wages 
in this industry are given as 16 per cent 
and profits as 84 per cent. All other indus- 
tries are shown to be nearly the reverse 
with wages and salaries 80 per cent and 
profits 20 per cent. When arranged in the 
new form, the accounts show that the real 
proportion is similar in all industries. 

In the accounts no attempt is made to 
show the total capital in the balance-sheet 
form. From the capital used to the finished 
goods for consumption the whole produc- 
tion is the result of employment, therefore 
employment is the only source of income. 
A correct measure of all income can only 
be obtained by the complete employment 
accounts for the nation. When the income 
of each industry is divided into percentage 
shares, the shares show the proportion of 
the national income that the persons em- 
ployed receive in exchange for the work 
done. 
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In agriculture wages and drawings by 
the farmer are 80.7 per cent of the total 
produced. This means that 19.3 per cent 
goes to other persons in return for the help 
given to the industry in providing the 
cultivated land and the buildings. The 
cultivation and the buildings were pro- 
duced by past employment. If the industry 
is satisfactory the land and buildings must 
be in the same condition at the end of the 
year or period. If not, the current employ- 
ment has taken out of the farm in the 
form of income more than their employ- 
ment has produced. There is no form in 
which capital is used that lasts for an in- 
definite period. The land soon becomes 
waste unless well cultivated each year. 
Buildings rapidly deteriorate unless re- 
newed and repaired. 

The only question that can arise is 
whether the 19.3 per cent paid for these 
capital assets is fair and reasonable. This 
point will be further considered in dealing 
with the main point, full employment. 

The value of the use of capital in connec- 
tion with the accounts for this year 1929 is 
to be judged by whether the result is bet- 
ter or worse than in previous years. Un- 
fortunately, there is no exact information. 
Estimates of national income are made 
from the previous Census but only for the 
total income (See Table VII.) The average 
income in 1849 is estimated at 244 dollars. 
In 1849 agriculture probably formed a 
larger percentage of the whole. Probably 
the agricultural income might be esti- 
mated at about 200 dollars per person, 
compared with 1,101 dollars for 1929. This 
very large difference is partly due to a 
higher price level in 1929. When the result 
of inflation is deducted it leaves 651 dol- 
lars per person, or an increase of 3} times 
in 80 years. The whole of this increase is 
the result obtained through the improved 
production caused by the use of capital. Of 
this increase 651 dollars, 80.7 per cent, goes 
to the benefit of the persons directly con- 
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cerned. That is, the farmer receives 525 
dollars and the owner of land and build- 
ings, 126 dollars. There is no suggestion 
that the division is correct, but itis evident 
the gain is far greater to the general public 
than to the capitalist or landlord. 

The accounts presented in Table IT have 
been altered from the national income esti- 
mates by the inclusion of rent in the em- 
ployment account. This difference is made 
necessary to correct the relation to other 
businesses. In the income estimates rent 
isincluded under real estate and not allo- 
cated to the separate industries. This ar- 
rangement only makes an important dif- 
ference in agriculture. The rent paid for 
land, etc., is definitely the result of work 
done by those employed on the land and 
should be added to their production. 

The showing of 489,000,000 dollars in 
taxes in these accounts raises an interesting 
point. In the total income (Table I) gov- 
ernment is shown as producing 8.22 per 
cent of the total income. This income is 
produced by the persons employed in 
government services. Taxes are the pay- 
ment by other persons for the service ren- 
dered by the persons employed in govern- 
ment. Therefore, taxes are the purchase 
price paid for services rendered exactly 
similar to purchases of goods or power. 

Unfortunately a certain amount of du- 
plication occurs because the whole amount 
paid in taxes is not shown in the accounts. 
All indirect tax payments such as customs 
and excise are included in accounts and 
cause no duplication. It is the direct tax 
paid by individuals that causes duplica- 
tion. Some wage and salary earners pay 
taxes out of wages and salaries received. 
The wages and salaries are shown in the 
employment account at the gross amount. 
The correct arrangement would be to in- 
clude as a purchase all taxes paid by any 
person in the trade account, the net 
amount only to be carried to income in 
the employment account. This arrange- 
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ment also applies to rates on private dwell- 
ings. The actual income received by any 
person is the net amount after payment of 
the tax. The income represented by taxes 
is the income produced by government 
employment and not by the individual 
who pays the tax. 

The number of persons employed per 
farm is very small. (See Table VIII.) The 
figures are rather exaggerated because the 
unpaid family is not included. In spite of 
this difference the number is so small as to 
show a low standard of organization. Or- 
ganization on the farm is not easy. 
Whether it will be possible to improve the 
organization under full employment re- 
mains to be tested. The income return be- 
ing so much lower than in other industries 
proves it to be badly organized now. It is 
to be hoped that an improvement can be 
made that will raise the production per 
person to the level of other industries. Un- 
less this can be done the number willing to 
work in agriculture will quickly fall off 
under full employment. 


MINES AND QUARRIES BUSINESS ACCOUNTS 
FOR 1929. TABLE III 


Mines and quarries is the next business 
to be considered; like agriculture it pro- 
duces the raw materials for other indus- 
tries. The average number employed per 
business is much larger at 83.50 persons 
per business. The income produced per 
person is larger at 1,530 dollars. This is, 
though, below some other industries. Prob- 
ably a number of small quarries account 
for the lower average. This fact is illus- 
trated by the average production in gold 
mines (Table IV). In 1929 gold mining was 
at a disadvantage owing to war inflation. 
Even under these difficult conditions the 
production was 1,905 dollars. The ac- 
counts for coal mining show a still better 
result but the data for exact accounts are 
not available. 

In both coal and gold mining a large 
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amount of capital is used. The common 
impression that capital is a sum of money 
that can be invested in any business is 
definitely contradicted by the accounts of 
this industry. A large amount of capital 
is employed in the construction of the shaft 
in the mining industry. When the ore that 
can be reached by the shaft is worked out, 
the whole of the capital employed in the 
making of that shaft is used up. To retain 
the business at the normal productive 
standard, development must be carried on. 
“Development” is the replacement of the 
capital used up so that the area in which 
the seam of coal or gold can be reached is 
maintained. This fact is shown by the item 
“development” shown in the accounts. 

The replacement of the capital used out 
of current income occurs in all businesses 
but is particularly evident in mining. In 
considering the interest or dividend earned 
this fact is very important. It is evident 
that no gain is made by the capitalist be- 
fore the end of a term of years, according to 
the rate of interest. If a 5 per cent dividend 
is paid the term is 20 years, if 10 per cent 
the term is 10 years. The capital used every 
year is shown by depreciation to be large. 
It is, therefore, probable that the original 
capital subscribed for any business is com- 
pletely used and destroyed at the end of 
ten years. 

This fact means that out of the current 
income created by employment each year 
one-tenth must be deducted to replace the 
capital employed. In spite of this impor- 
tant extra cost, the use of capital has in- 
creased the available income four times. 
(See Table VII.) The deduction for the re- 
placement of capital is a first charge on 
the total income; therefore on the average 
80 per cent of the replacement is con- 
tributed out of wages and salaries. From 
this fact it might be deduced that the 
ownership of the capital should change. 

The point of ownership is not covered 
by the problem of accounts under con- 
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sideration and the point is too complicated 
for full consideration here. In passing it 
may be well to keep in mind that owner. 
ship conveys no advantage other than the 
right to organize. The capital once em- 
ployed in a business cannot be transferred, 
This is confirmed by the shaft in mining, 
The organization or executive shown in the 
accounts can only take a share in the in- 
come produced. This share is shown to be 
an average of about 20 per cent. If the 
ownership is transferred to other persons 
or to a government the only gain can bea 
smaller percentage to the executive or a 
larger income produced. The ownership 
confers no other advantage excepting that 
of directing the method in which it is used. 


GOLD MINES BUSINESS ACCOUNTS FOR 
1929. TABLE IV 


Although gold mining is included in the 
Accounts for Mines and Quarries, Table 
III, it is shown separately because of the 
importance of gold as the money standard. 

The important difference caused by the 
use of gold as a standard for money is 
shown in the accounts. To act as a money 
standard the price of gold must be fixed so 
that any alteration in prices is shown by 
the alteration of other prices compared 
with the fixed price of gold. Therefore, if 
other prices rise above gold the gold min- 
ing industry is depressed and cannot be 
made to pay. The reverse is also true. In 
1929 the average mines and quarries show 
wages as 77 per cent and the executive 
margin as 23 per cent. Gold mining shows 
wages and salaries as 88 per cent, and 
executive as 12 per cent, making gold 
mining 11 per cent below all similar trades. 
Gold mining was at a great disadvantage 
and the production was reduced. The re- 
duction was shown by the number of per- 
sons employed. In 1909 the American gold 
mines employed 43,191 persons; by 1919 
the number was reduced to 17,531 persons, 
and in 1929 there was a further reduction 
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to 6,571 persons. To restore the gold min- 
ing industry to normal conditions there 
are two alternatives. First a reduction of 
all other prices and wages to the old pro- 
portion to gold, or second an alteration of 
the gold price or as it is usually termed 
“devaluation of the currency.” The sec- 
ond alternative was adopted in 1934. The 
price of gold was raised to 35.00 dollars 
for one ounce of gold. 

If this change had been made in 1929 it 
would have meant that the earnings per 
person employed would be raised from 
1905 dollars to 


1905 X 35 dollars 
20.68 dollars 


making the total earned 3,224 dollars per 
person. This change would have made 
gold mining the best paying industry and 
would indicate that more gold was re- 
quired. The production would have been in- 
creased by the less prolific mines being 
brought into production, and the earnings 
brought into line with other industries. 
Such a change is shown by the great in- 
crease in world gold production in 1939. 
The production of 39,150,000 ounces com- 
pares with the world production in 1929 of 
only 19,700,000 ounces. This action of 
price changes on the production in gold 
mines is the normal check that controls 
prices in peacetime. Under the urgency of 
war conditions this check breaks down and 
allows the rise of prices above the stand- 
ard set by gold and is referred to as infla- 
tion. Under normal conditions the check 
works with great precision and prevents 
the slightest deviation of prices above or 
below the standard that is fixed by the 
productien of gold per person. If the pro- 
duction of gold per person increases, all 
prices rise exactly in proportion so that the 
earnings per person are kept in the same 
proportion. This relationship is shown by 
the average earnings per person in each in- 
dustry. 


In comparing gold mining with other 
mines and quarries the difference in earn- 
ing capacity is shown by the percentage 
added by employment to the purchases. 
Mines and quarries show 154.2 per cent 
added and gold only 98.3 per cent added. 


CONSTRUCTION BUSINESS ACCOUNTS FOR 
1929. TABLE V. 


The building industries come next in 
order because they use the greater part of 
the raw material produced by mines and 
quarries. The earnings per person in this 
industry, 2,041 dollars, are well above the 
average for all industries shown in Table 
VII. The total for all industries includes 
agriculture, which makes a large difference 
to the average. 

The old conception of business as ex- 
pressed by “buying cheap and selling 
dear” is shown by these accounts to be a 
fallacy. The difference between buying 
price and selling price is reduced to only 
110 per cent and the income per person is 
nearly double the amount earned in agri- 
culture in which the percentage is 260 per 
cent. It is therefore quite evident that the 
difference is all added as the result of em- 
ployment and has nothing to do with sell- 
ing dear. The selling price is fixed by the 
relative cost of production in human en- 
ergy shown by the amount of time taken to 
build and the amount of gold that same 
time would produce in a gold mine. 

This old confusion of thought is illus- 
trated by the use of the words “gross 
profit” in ordinary accounts. It is further 
confirmed by the idea that no accounts are 
complete without a profit and loss ac- 
count. Every business is carried on to pro- 
duce income and, as is shown by these ac- 
counts for a nation’s industry, the propor- 
tion of the income covered by the word 
“profit” is absurdly small even if it can be 
discovered at all. Employment creates in- 
come. Therefore, accounts should show the 
exact amount of income and how that in- 
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come is divided. It soon becomes evident 
that no business can be carried on to show 
a loss of income. It is only in the experi- 
mental stages of a business that a loss of 
any kind is possible, and then only for a 
very short period. 


MANUFACTURES BUSINESS ACCOUNTS 
FOR 1929. TABLE VI. 


Manufacturing industries are particu- 
larly interesting because a full Census has 
been taken every ten years commencing in 
1849. The national income estimates did 
not commence till 1921. In making a com- 
parison of the two results it was found that 
the wages and salaries in Manufactures 
gave a very close approximation to the 
average wages and salaries shown for the 
whole nation. Taking the wages and 
salaries given in the Census return for 
manufactures in 1849 as an indication of 
the average wage for the nation, it is pos- 
sible to make an estimate of the national 
income. The results of these calculations 
are shown in Table VII. From these in- 
come estimates it is possible to find the 
amount of the war inflation included in the 
1929 estimates. 

In 1929 the national income report 
shows the average income to be 1,751 dol- 
lars. At the time of this estimate the price 
of gold was 20.68 dollars for one ounce. 
Therefore, the income was supposed to be 
equal to 84.7 ounces. The gold mining ac- 
counts show that this basis did not give to 
the gold miner a return equal to his usual 
share in the national income. The gold 
miner therefore, left the gold mines and 
took up work in the base-metal mines 
where the income was higher. This diffi- 
culty was adjusted in 1934 by raising the 
price of gold to 35.00 dollars an ounce. 
This alteration means that the average in- 
come, instead of being equal to 84.7 ounces 
of gold, is only equal to 

1751 
35.00 
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or 48.6 ounces. From the result of more re- 
cent estimates it is evident that the change 
in the price of gold by devaluation was not 
sufficient to cover the whole amount of in- 
flation. If the correct alteration had been 
made, the income in 1937 should return to 
the same number of dollars as in 1929. The 
error is shown by the income in 1937 being 
only 1,595 dollars or 45.6 ounces of gold, 
It is therefore, probable that the s a: Jard 
income of the gold miner should compare 
with an average income of about 1,575 
dollars. This shows that the inflation in 
1929 was as 20.68 dollars (the old price of 
gold) is to 38.9 dollars, or 88 per cent. The 
actual devaluation was equal to 69.1 per 
cent, showing an error of 19 per cent. 
The difference that the use of capital has 
made to the income of the nation is also 
shown by the records of this industry. As 
shown above, the income in 1929 after in- 
flation is deducted is equal to 1,575 dol- 
lars. When reduced to gold the income is 
equal to 45 ounces of gold. In 1849 the use 
of machinery and other forms of stored 
employment was beginning to be adopted. 
The income in 1849 was probably about 
244 dollars for all the persons employed, 
including slave labor. Since that year a 
great increase in the capital employed has 
been made. At the same time the income 
has increased from 244 dollars to 1,575 dol- 
lars. Labor may be better organized but 
the main cause of this great increase is 
brought about through the use of power, 
machinery, and other forms of capital. 
When both incomes are reduced to ounces 
of gold at the current price per ounce the 
difference is shown to be as 11.8 ounces in 
1849 is to 45 ounces in 1929, or a 281 per 
cent increase. If both incomes are calcu- 
lated at 38.9 dollars an ounce of gold, the 
difference is as 458 dollars in 1849 is to 
1,575 dollars in 1929. The difference is 
therefore, 1,117 dollars. Of this increase 
82 per cent is paid out in increased wages 
and salaries equal to 916 dollars; the bal- 
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ance of 201 dollars is paid out to the execu- 
tive for the use of the capital and organi- 
zation. In the consideration of the advant- 
ages or otherwise of nationalization it is 
well to remember that the only saving that 
can be made is out of this 201 dollars. If 
the cost of government control was less 
than 201 dollars per person it would mean 
a saving to the community. A higher cost 
per person would mean a loss. The cost of 
government shown the accounts (Table X) 
is 6,456,288 thousand dollars. The persons 
employed in all industries in 1929 were 
44,859,000. Therefore, the cost of govern- 
ment per person was 144 dollars. A similar 
cost for the organization of industry leaves 
avery small margin out of which a gain to 
the community can be made. 

To make quite certain that the total 
gain to the commuuity is equal to 1,117 
dollars it is necessary to compare the prices 
of goods at the two periods. In calculating 
the total gain the income in 1849 was in- 
creased by the difference in the price of 
gold. The same difference must be made 
when comparing the prices of goods. Prices 
of goods in America for the two periods are 
not available. To give an indication of the 
price level, the prices in the United King- 
dom are shown in Table XI. To help the 
comparison, the prices for 1849 are shown 
in the third column at the inflated price to 
compare with 1929 prices. No exact com- 
parison can be arrived at because of subsi- 
dies and controls. It is evident, however, 
that prices in 1929 are certainly not any- 
thing like 300 per cent higher than in 1849. 
It is probable that the general level of 
prices would be slightly lower in 1929 than 
in 1849. Therefore, the increase in wages of 
916 dollars is a definite increase and not 
merely a change in the money received. 

The wage earner, after buying the neces- 
sities of life in the same quantity as in 
1849, would have a large surplus of nearly 
500 dollars to use for luxuries, leisure and 
recreation. These facts prove the great gain 
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obtained by the whole community from 
the capitalistic system. When considering 
the advisability of a change in ownership 
it is of great importance that the gain ob- 
tained under present ownership should 
not be overlooked. The great increase in 
leisure in addition to the gain in dollars is 
also important. The hours worked by the 
persons in employment in 1929 were 49 
hours per week, which compares with 55 
hours in 1909, and probably something 
over 60 hours in 1839. 

The amount added by employment in 
manufactures is 35.7 per cent. This small 
percentage shows there is no evidence to 
support the assumption that the rate of 
what is called profit is a real incentive. The 
only real incentive in all business is the in- 
come produced per person for the persons 
employed. If the income is above the av- 
erage more are employed in that business. 


BANKS AND INSURANCE BUSINESS ACCOUNTS 
IN 1929. TABLE IX. 


No details are available for these indus- 
tries from the census of production. The 
only information is taken from the esti- 
mates of national income. The employ- 
ment account is therefore, the only ac- 
count that can be reproduced. The income 
produced is the chief point of interest in 
these accounts. The income per person is 
shown to be 3,167 dollars. This is above the 
general level of incomes and suggests that 
the persons employed show a higher stand- 
ard of efficiency than those in other indus- 
tries. In considering this point it is impor- 
tant to realize that the higher standard is 
not determined by the individuals them- 
selves but by the general public. The 
amount received must always be what 
other persons will give for the service 
created by the person employed. The per- 
sons employed are evidently considered to 
be of higher efficiency since the wages and 
salaries paid out are at higher rates than 
other industries. 
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When the accounts for banks are sepa- 
rated from insurance they show a higher 
percentage paid out as dividends. The divi- 
dents earned by insurance in 1929 were 
very low, partly due to the large amount 
paid to agents. This reduces the total paid 
out to the executive to the ordinary level. 
When banks are separated, dividends rep- 
resent 41 per cent of the income produced. 
This high rate is due to the interest paid by 
other industries for the loan of capital 
during part of the year. The interest is 
really earned by the industries that borrow 
the capital. If it was possible to obtain the 
details, part of the income shown as 
earned by the banks should be credited to 
the industries that borrow the capital. All 
other industries would have to employ a 
larger subscribed capital except for the as- 
sistance given by the banks. Banks are 
therefore, an important part of the general 
organization of industry. 


GOVERNMENT BUSINESS ACCOUNTS 
FOR 1929. TABLE x 


Government, like the banks, is a definite 
part of the industrial organization that 
makes possible the subdivision of the work 
to be done. Unless the government is suf- 
ficiently strong to keep peace and order in 
a country, it would be impossible to carry 
on industry in its present form. It is of vi- 
tal importance to every person who car- 
ries on a particular industry like coal min- 
ing to be able to obtain |all the other things 
he requires. This can only be relied on with 
any certainty if there is a strong and good 
government. Every person who undertakes 
one small part of the necessities of life runs 
a great risk of not being able to obtain the 
other things he must have to sustain life. 
Government is therefore a very important 
factor in the general organization of indus- 
try. 

Accounts show that the persons em- 
ployed in the services rendered by govern- 
ment conform to the general laws that rule 
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in other industries. The wages and salaries 
are 77.2 per cent of the income paid out 
and the interest on loans is 22.8 per cent, 
The service rendered by the persons em- 
ployed is an addition to the nation’s in- 
come although paid out of taxes. The tax- 
payer receives the service in exchange for 
the service he hands over when paying 
taxes. Like all other cash transactions it is 
a pure exchange of services rendered by 
the two persons who make the exchange, 
Cash or money is only the measure that 
shows when the two sides of the exchange 
are equal. 

The persons employed evidently render 
a service that is accepted as similar and 
equal to that of the average person em- 
ployed in other industries because the 
earnings, of 2,150 dollars per person, are 
close to the average earnings. 


TRANSPORTATION BUSINESS ACCOUNTS 
FoR 1929. TABLE XII 


Transport forms the link between agri- 
culture, mining and manufactures and the 
distributive industries. The chief point of 
interest in the accounts is the small share, 
74.6 per cent, that is paid out in wages and 
salaries. Probably this is due to the large 
amount of capital employed and the high 
cost of replacement. The earnings per per- 
son employed show that the average in- 
come is normal. The large capital required 
makes the public service possible without 
giving a special power to charge specially 
high rates. 


WHOLESALE DISTRIBUTION BUSINESS AC- 
COUNTS FOR 1929. TABLE xIII 


Wholesale trading probably has a direct 
connection with the merchants who first 
discovered the advantage of business ac- 
counts. The wholesale trade is therefore 
directly associated with creating the idea 
that all trading was carried on to make 
profits. In this connection it is interesting 
to find that the percentage added by the 
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trade done is the lowest rate of all the busi- 
nesses examined. The year 1929—which 
was a good trade year—shows a percentage 
of only 5.8 per cent, which compares with 
260 per cent in agriculture. The control of 
prices by a state is shown to be a very un- 
certain advantage. The accounts show that 
the price obtained for the work done by the 
wholesale distributors is cut so fine that 
1/10 of one per cent is of vital importance. 
If the amount added was increased to 5.9 
per cent instead of 5.8 per cent the profit 
on the business would be increased by 
65,000,000 dollars. It is therefore, not sur- 
prising that the income per person is shown 
to be slightly higher than other industries. 
Areduction in the prices to give a return of 
5.7 per cent would reduce the income 
earned to the normal in the other indus- 
tries. The share taken by the executive is 
normal at 20.9 per cent. This percentage 
would also be reduced if the prices were 
reduced by the fractional difference be- 
tween 5.7 per cent and 5.8 per cent on the 
trade done. This very slight difference in 
price, of less than a } of a cent on each dol- 
lar charged for the goods, proves the very 
close result obtained by the competition 
that is required to make all exchanges 
equal. It is extremely doubtful whether 
any government department could arrange 
to control prices with anything like such 
exactness. 


RETAIL DISTRIBUTION BUSINESS ACCOUNTS 
FOR 1929. TABLE XIV 


This industry is interesting because it 
shows a result similar to agriculture. The 
number of persons employed per individual 
business is 3.54 (see Table VIII). As in 
agriculture the small business is shown to 
be unsatisfactory, as the service to the 
community is poor. The money paid by 
the community for the service rendered 
gives a return to the persons employed of 
only 1,368 dollars. This sum is much below 
the normal rate in other industries. Re- 


member that in all businesses the money 
received for the work done is the measure 
of what the community thinks is equal to 
the service. Judged by what the public 
pays for the service the small business is 
not a success. The share of the income 
taken by the executive is also out of pro- 
portion. This is probably due to the large 
proportion of the work that is done by the 
owner of the business. In larger businesses 
this work would be included in the money 
paid out as wages or salaries. 


FULL EMPLOYMENT 


“Unless we do change our whole way of 
thought about work, I do not think we 
shall ever escape from the appalling squir- 
rel cage of economic confusion in which we 
have been madly turning for the last three 
centuries or so, the cage in which we landed 
ourselves by acquiescing in the social sys- 
tem based upon Envy & Avarice. A society 
in which consumption has to be artificially 
stimulated in order to keep production go- 
ing is a society founded on trash and waste 
and such a society is a house built upon 
sand.” (Dorothy L. Sayers Why Work). 

The quotation from Why Work is given 
because it illustrates the common confu- 
sion of thought on economic questions. 
There is no question of Dorothy L. Sayers’ 
sincerity or her power to write interesting 
books. The failure is in not being able to 
realize that “Envy & Avarice” are not true. 
Instead of envy the basis of society is ap- 
preciation of the work of others, and in- 
stead of avarice everyone lives by giving of 
their best that others may live. Instead of 
‘Gnordinate desire of gain” the accounts 
show only fair and just exchange of equal 
quantities of the best that all can produce 
by their employment. 

Gain, if any, is only the accident or ex- 
ception that proves the rule. The exception 
has certainly been exaggerated by the old 
method of accounts, but is not a true pic- 
ture of the real basis of society. 
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There has been so much mud stirred up 
by those who do not reach to full under- 
standing that the pearl of truth is almost 
buried. To see clearly the pearl of fair and 
just dealing the mud must be washed 
away. 

Because there happens to be, some- 
where in the organization, an error that 
causes unemployment there is no reason 
to jump to the conclusion that the whole is 
hopelessly bad. 

Money can certainly be cleared of all 
suggestion of evil. Money is the means by 
which the absolute “‘just and fair’’ is meas- 
ured and nothing more. Money is only a 
measure and has no separate existence. 
The goods and service we all want are 
there and the money tells us the exact 
quality and quantity that is equal. With- 
out money a fair deal or a fair wage cannot 
be determined. A pendulum ticking sec- 
onds gives us the means to measure length, 
and a man digging gold gives us the means 
to measure human energy. Length and 
money are both ‘mediums of exchange” 
because both show what is equal and fair. 

Profit is another choice item for the mud 
slingers of which it is difficult to find a 
trace. It appears to be associated with the 
20 per cent of every price that is the re- 
ward of organization. Whether it can be 
separated is not at all certain. Anyway it 
is only a very small fraction. 

“Capitalism,” according to some people, 
is just one sea of mud with hardly breath- 
ing space. The accounts show that capital 
has made all that is best in life possible. We 
should be unable to read Dorothy Sayers’ 
delightful books if there were no capital. 
Ninety years ago books cost five times 
more than in 1929 and the income then was 
only a third. This vast difference in joy of 
living is the result of capital and nothing 
else. 

This very important fact can only be 
definitely proved with the aid of money. 
Money is not easy to understand but it isa 
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great help to clear thinking. Exact meas- 
urement is one of the greatest aids to the 
understanding of how the universe works 
and all the other things around us. With- 
out money, accounts of any kind are im- 
possible. Without accounts the economic 
life is a hopeless maze. Without accountsit 
is impossible to decide exactly what 
causes unemployment. We know it hap- 
pens and that is about all we do know. In 
1910 it was decided to cure unemployment 
by labor exchanges. The accounts show 
that they have not made the slightest dif. 
ference. In 1921 insurance against unem- 
ployment was started to prevent the evil 
effect. The effect of insurance is 7 per cent 
less employment. (Employment Policy 
White Paper Cmd 6527, Appendix I.) This 
too is proved by the accounts and the use 
of money. 

There is great danger of accepting the 
quite simple things in life at their face 
value without careful consideration. A sim- 
ple question—How long does it take to 
make a loaf of bread? About an hour to 
bake—was the answer given when it was 
asked. The correct answer is about two 
years. The work of an endless number of 
people doing their very best for others for 
two years. The result—a four pound loaf 
selling at 84 pence. 

The only possible way to know what the 
correct price should be is by accounts, 
Just for one moment try to imagine how 
the price is to be fixed without some exact 
record. The land must be cultivated in the 
autumn of 1943 for bread sold in 1945. The 
harvest will be in the autumn of 1944. 
Then it takes exactly twelve months to 
turn the wheat into flour, otherwise much 
machinery would have to be idle part of 
the year. There must be exactly the right 
number of millers to make the flour in the 
right quantity exactly to provide the right 
number of loaves each day. This is not @ 
simple calculation, but is correctly meas 
ured as is shown by the national accounts. 
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The accounts require a most exact meas- 
ure so that the slightest change in method 
of production is shown. Unless this exact 
measure can be obtained there can be no 
correct price. The correct price simply 
shows what is fair for us to give for the two 
years’ work done by the farmer, the miller, 
and the baker. The emphasis is on the 
word “give.” No other word really ex- 
presses exactly what takes place. There is 
only one way to obtain the necessary 
money to buy a loaf of bread and that is 
by employment. Without some form of 
employment there is no money. When a 
loaf of bread changes hands it means giv- 
ing the result of one kind of employment 
for another kind of employment, and 
nothing else. All this is shown by the ac- 
counts because they exactly balance. The 
sales are always exactly equal to the sum 
paid out as wages, salaries, and executives’ 
remuneration. There is never a penny 
more or a penny less. 

This exact balance is maintained by 
competition. The price fixed by this com- 
petition must be exactly correct or the 
whole would not balance. In the circum- 
stances it seems improbable that any bet- 
ter method of price-fixing can be devised. 
Infact, there is not the slightest ground for 
any complaint. The accounts, therefore, 
prove that all attempts at price control by 
a government department are an absolute 
waste of time. Free unrestrained competi- 
tion under normal conditions gives exactly 
what we all wish. The price gives what is 
exactly fair, equal, and just. A slight varia- 
tion above or below the exactly equal price 
may occur in the cross currents of competi- 
tion. When this does happen it immedi- 
ately reacts on the quantity produced until 
the price returns to the exactly equal. This 
arrangement is shown in action by the 
change in area planted under wheat or 
other crop each year. (See Table XV.) 

The action of the price in the control of 
production makes the suggested planning of 
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production unsatisfactory, if not alto- 
gether a waste of effort. In fact, it is shown 
by the attempt made in Russia to control 
both price and production that it is impos- 
sible to find what is equal and fair. Unless 
both the price and the production are de- 
termined by competition the result is most 
unsatisfactory. If the wage paid and the 
price fixed do not exactly agree there must 
be a surplus shown by the accounts. If the 
worker receives £4. per week and the price 
fixed for the product allows it to sell for a 
total of £3.10.0. there appears to be a 
saving of 10/-. The worker would have 
10/- left, but it is quite worthless because 
it represents no part of the production. If 
the 10/- is deposited in a savings bank it is 
still worthless. The only way that that 
10/- can again be brought into currency is 
through taxation and that means part of 
the next production of goods. 

It is therefore a confusion of thought to 
suggest to the wage earner that he has 
made a saving. Instead it is just a waste of 
time and currency and means nothing in 
the end. The wage is really £3. 10. 0. not 
£A. because the worker produced £3. 10. 0. 
worth of goods and that is all he can pos- 
sibly have. The accounts show why the 
goods sell for £3. 10. 0. because they take 
the same time to produce as £3. 10. 0. does 
in the gold mine and therefore are equal. 

The accounts, therefore, prove that price 
fixed by competition must exactly balance 
with the amounts paid out in the form of 
wages, salaries, and executives’ remunera- 
tion. The price is automatic; the natural 
question is: Are all the other factors auto- 
matic? The answer is that under part em- 
ployment the payments out are automatic 
but under full employment they are not 
automatic. The price is automatic because 
it is fixed by competition. The same is true 
of the shares into which income is divided, 
wages, salaries and executives’ remunera- 
tion, when there is competition. Under 
normal conditions the shares are automatic 
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because part employment means the neces- 
sary competition. 

War conditions in the United Kingdom 
show what happens when full employment 
is the rule. The wage share and the other 
shares cannot be determined because there 
is no competition to fix them when em- 
ployment is full. Competition can only ex- 
ist if some persons are unable to get em- 
ployment. Since 1940 we have had full 
employment. The result is shown by the 
national income estimates for 1938 and 
1944. 
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labor force working full time and long 
hours. There is not the slightest evidence 
of any actual shortage of work to be done, 
The sole and only reason for the constant 
shortage of employment is the failure of 
any other means except competition to 
regulate the wage share. 

The chief difficulty created by full em- 
ployment is seldom realized although it isa 
constant difficulty in all business under- 
takings. The difficulty can only be fully 
appreciated by accounts drawn up to show 
the probable result of full employment be- 


0. EK. NATIONAL INCOME 


Wages & 

Salaries 

millions 
1938 Part Employment.......... £2,913 
1944 Full Employment.......... £5,574 


This estimate of income shows a gain of 
3.7 per cent for wages and salaries. The 
sum paid out has increased by 91 per cent. 
The accounts show that the whole income 
must balance. Therefore, the actual wages 
and salaries are a larger share of a 91 per 
cent larger income. Under war conditions 
it is well known that all the goods we re- 
quire for normal living are in short supply. 
The actual wage and salary in 1944, is, 
therefore, far below the standard of 1938 
because prices have risen more than the 
cash wages. The 3.7 per cent gain through 
full employment is modified by the cor- 
responding rise in prices. This fact shows 
that under war conditions wages rise in 
cash but are compensated by an equal rise 
in price. 

By the accounts it is proved that in nor- 
mal times the price is fixed by competition 
at a level that exactly corresponds with 
the gold production. This means that any 
change in the share of that fixed cash in- 
come must mean a reduction of other 
shares. It is this fact that causes the diffi- 
culty which prevents full employment. 
There must be and always is far more work 
to be done than can be done by the whole 


Interest & Total 

% Dividends % income 
63.1 £1,706 36.9 £4,619 
66.8 £2,760 33.2 £8 ,334 


ing applied to a particular industry. This 
arrangement for America is shown in Table 
XVI. 

Manufacturing is a very important in- 
dustry in which the difficulty of part em- 
ployment often occurs. In 1929, 10,331,000 
persons were employed out of a possible 
number of 11,651,368 whose usual occupa- 
tion was part of this industry. Of these 
persons, only a small number were unem- 
ployed the whole year. It is therefore prob- 
able that the better way to show the prob- 
lem is to refer to the unemployed as the 
time lost by persons included in the total 
number that would wish to make full time. 
If the average hours are 2,000 hours per 
year per person then the problem is that 
1,320,368 persons lose 2,000 hours each, or 
an average of 226 hours lost by each of 
11,651,368 persons who are employed part 
of their time in the industry. 

The production per person in manufac- 
tures in 1929 is estimated at 1,795 dollars 
per person. The amount added to the price 
of the goods actually produced by each 
person, whatever the quantity may be, is 


1854.6 dollars 


therefore 
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1.033 goods that is equal to the number of 

rsons actually employed, the amount 
added to the price by manufacture is 1,795 
dollars each unit produced. If by working 
full time they produce 12.8 per cent more 

. 1854.6 dollars 

goods the calculation is 1.165 goods and 
the price added is 1,592 dollars each. 

The price of gold being fixed there is no 
difference made in the price per ounce by 
working short time. In other industries the 
working of short time raises the price as 
shown above. The point at which the com- 
petition fixing prices and the competition 
fixing wages gives the usual result is about 
13 per cent unemployed or time lost. If full 
time is worked the actual production is in- 
creased but the price and the cash earnings 
per person are reduced. Therefore, so long 
as practically all industry is based on a 
wage calculated at a sum per unit of pro- 
duction, the immediate result of full time 
is a loss of cash income to the executive. 
The alternative is a reduction of wage rates 
per hour. Both alternatives appear to be 
unsatisfactory to the persons concerned. 
Actually full time worked would be a real 
gain to all the persons concerned as the 
production is 12.8 per cent larger and every 
person’s share is 12.8 per cent larger. The 
difficulty is only imaginary. Money has 
many advantages, the chief being the pos- 
sibility of presenting exact accounts. The 
only drawback is that the exact way in 
which money acts is not clearly understood 
and demonstrated. 

This calculation may give the impres- 
sion that it does not agree with the sugges- 
tion that price always gives an equal ex- 
change. The gold miner of equal ability 
with the persons employed in manufac- 
tures works full time. Therefore his earn- 
ings are 1,592 dollars instead of 1,795 dol- 
lars. The gold miner is at a disadvantage in 
this respect because he is compelled to pay 
aslightly higher price than is exactly equal 
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because the price of his production is fixed. 
This difficulty although real is not impor- 
tant because gold mining is high skilled 
work and the normal earnings much above 
those in other mining. (See Table FV.) The 
amount may be adjusted by giving the 
gold miner a slightly higher standard be- 
cause he works full time. This point can 
only be decided by experiments in full time 
being worked by all. 

The only way to get a clear view of how 
money is used is to study accounts. Since 
the introduction of accounts the executive 
or employer has realized that the result of 
any business can be definitely known only 
after the accounts are completed. The 
share the employer takes is entirely de- 
pendent on the result shown in those ac- 
counts. Whether the result is good or bad 
it must be accepted. 

The same is also true for the sum that 
can be paid out as wages. Unfortunately, 
this fact, which is quite beyond dispute or 
question, is never realized by the persons 
employed. When, therefore, full time is 
worked and the wage rate must be reduced 
the fact is never accepted. The reaction is 
a refusal to accept the reduction. Refusal 
means unemployment. 

The alternative is to understand exactly 
how money works and accept the result 
shown by the accounts. This arrangement 
was partly realized by the coal trade in 
1939. An agreement was reached between 
the employers and workers to pay and to 
accept as wages 85 per cent of the income 
produced. Unfortunately the full implica- 
tion of this agreement was not understood, 
since a basic or minimum wage was to be 
the starting point. If the income is to be 
shared in sugh a way as to bring full em- 
ployment all the time, complete faith in 
the accounts must be accepted by both 
parties. The exact result of the accounts 
must be accepted; there can be no alterna- 
tive. If this is agreed there is only one way 
in which wages and income generally can 
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be reduced, and that is by a lower produc- 
tion. Any change in price is a question of 
the correct measurement by money. 
Whether the money received is less or 
more, the real income can only be altered 
by a decrease or increase in the actual 
commodity (coal in this case) produced. 
If these facts are to be clearly under- 
stood the accounts must be arranged in a 
similar form to the accounts that illustrate 
these notes. The accounts too must be pre- 
sented to both sides to the agreement. It is 
only through perfect understanding and 
good faith on both sides that the unex- 
pected results may be accepted. If by some 
change in gold production the gold pro- 
duced per person is less, all wages in cash 
would be less. Such an accident might up- 
set the agreement unless it was very well 
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understood that the accounts were per- 
fectly drawn up. 

If each industry agreed to a percentage 
share of the income produced, wages and 
salaries would be paid each week as a pay- 
ment on account. The correct total pay- 
ment would be completed at the end of the 
accounting period in the form of a percent- 
age increase on the amount already paid. 

When wages are arranged as an exact 
share of the result obtained by the work 
done there is no need for competition to fix 
the wage rate. The competition being un- 
necessary there is no advantage to be 
gained by working short time to raise 
prices. Therefore, to arrange accounts in 
the way suggested is the best method to 
show the result of any business, and also 
the accounts for full employment. 


APPENDIX 


TABLE I 
Income produced and paid out by each industry: 1929 


Income added by 
each industry 


dollars in 

millions 
Mines and Quarries............. 1,598 
3,274 
Banks and Insurance........... 2,666 
Distribution Wholesale.......... 3,806 
7,480 
Power and Light. .......... 1,306 
Communications............... 912 


Percentage of the income produced Total income 


by each industry produced 

per industry total dollars in 
% % millions 
11.09 11.09 8.710 
2.03 13.12 10,308 
4.17 17.29 13,582 
8.22 25.51 20 ,038 
23.61 49.12 38 , 584 
3.39 52.51 41,250 
8.98 60.99 47 ,910 
4.84 65.83 51,716 
9.52 75.35 59,196 
1.67 77.02 60,502 
1.16 78.18 61,414 
10.80 88.98 69 ,894 
7.42 96.40 75,739 
3.60 100.00 78 ,566 
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TaBLe IT 
Agriculture Business Accounts 
(U.S.A. 1929) 
TRADE ACCOUNT 
Dr. Cr. 
% added by Dollars Dollars 
employment thousands thousands thousands 
To Stock 
Purchases and Expenses.......... 1,949 ,000 
912,000 
3,350,000 
To Balance forward................ 260.0 8,710,000 
By Sales of Crops and Livestock. ... 12,060,000 
12,060,000 12,060,000 
EMPLOYMENT ACCOUNT 
% share 
of income 
To Wages hired labor.............. 1,313,000 
Farmer and Family.............. 80.7 5,716,000 7,029 ,000 
By Income produced............... 100.0 8,170,000 
8,710,000 8,710,000 
Persons employed 7,910,000; average income per person 1,101 dollars, unpaid family labor not included. 
TABLE III 
Mines and Quarries Business Accounts 
(U.S.A. 1929) 
TRADE ACCOUNT 
Dr. Cr. 
% added by Dollars Dollars Dollars 
employment thousands thousands thousands 
To Stock 
17,000 
Discount allowed............... 
871,000 
To Balance forward.............. 154.5 1,598,000 
2,469 ,000 2,469,000 


per- 
tage 
and 
Jay- 
Day- 
the 
ent- 
id. 
xact 
ork 
fix 
un- 
» be 
aise 
s in 
d to 
also 


EMPLOYMENT ACCOUNT 


% share of 
income 
To Executive, Dividend, etc....... 23.0 368 ,000 
By Income produced............. 100.0 1,598,000 
1,598 ,000 1,598,000 
Persons employed 1,044,000; average income per person 1,530 dollars. 
TABLE IV 
Gold Mines Business Accounts 
(U.S.A. 1929) 
TRADE ACCOUNT 
Dr. Cr. 
% added by Dollars Dollars Dollars 
employment thousands thousands thousands 
To Stock 
10,295,799 
12,727,812 
To Balance forward............... 98.3 12,516,603 
By Development................. 3,815,000 
25,244,415 25,244,415 
EMPLOYMENT ACCOUNT 
% share of 
income 
To Wages and Salaries............ 88.0 11,016,603 
Executive, Dividend, etc......... 12.0 1,500,000 
By Income produced.............. 100.0 12;516,603 
12,516,603 12,516,603 
Persons employed 6,571; average income per person 1,903 dollars. 
TABLE V 
Construction Business Accounts 
(U.S.A. 1929) 
TRADE ACCOUNT 
Dr. Cr. 
% added by Dollars Dollars Dollars 
employment thousands thousands thousands 
To Stock 
2,056,000 
Discount allowed............... 
2,976,000 
2,976,000 
110.0 3,274,000 
6,250,000 6,250,000 
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EMPLOYMENT ACCOUNT 
% share of 
income 
To Wages 
Executive, Dividend, etc. ....... 18.0 589 ,000 
By Income produced.............. 100.0 3,274,000 
3,274,000 3,274,000 
Persons employed 1,604,000; average income per person 2,041 dollars. 
TABLE VI 
Manufacturers Business Accounts 
(U.S.A. 1929) 
TRADE ACCOUNT 
Dr. Cr. 
% added by Dollars Dollars Dollars 
employment thousands thousands thousands 
To Stock 
36,684,000 
13,339,000 
Discount allowed............... 
51,889,000 
To Balance forward............... 35.7 18,546,000 
70,435,000 70,435,000 
EMPLOYMENT ACCOUNT 
% share of 
income 
Executive, Dividend etc......... 18.0 3,330,000 
By Income produced.............. 100.0 18,546,000 
18,546,000 18,546,000 


Persons employed 10,331,000; average income per person 1,795 dollars. 
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VII 
National Income U.S.A. 
Estimated from the Census of Manufactures for the years 1849 to 1919 
Income 
per 
Persons Income Income per Price person 
Em (in millions of dollars) Person of measured 
(Thousands) (Dollars) Gold in os. of 
gold 
Wage Wage Average 
ry tives A tives per 
Earners Salaries Earners Person 
1849 5,495* 1,575 7,070 1,121 604 1,725 204 244 20.68 11.8 
1859  8,000* 2,294 10,294 2,073 1,116 3,189 259 310 15.0 
1869 8,928 ,560 11,488 2,973 1,601 4,574 333 398 19.3 
1879 15,817 4,535 20,352 6,026 3,245 9,271 381 456 22.0 
1889 16,644 4,778 21,422 8,156 4,391 12,547 490 585 28.3 
1899 20,757 5,952 26,709 9,776 5,264 15,040 471 563 27.3 
1909 27,252 7,812 35,064 16,354 8,805 25,159 601 718 34.7 
1914 28,056 8,044 36,100 18,826 10,138 28,964 671 802 38.8 
1919 29,711 8,519 ; 37,971- 22,300 60,271 1,278 1,577 76.2 
1921 30,740 8,815 39,555 40,884 22,015 62,899 1,330 1,590 76.9 
1923 31,771 9,111 ,882 43,781 23,576 67,357 1,378 1,648 79.7 
1925 32,802 9,407 42,209 ; 25,062 71,607 1,419 1,697 82.0 
1927 33,832 9,703 43,535 49,361 26,580 75,941 1,459 1,744 84.4 
1929 34,863 9, 44,859 51,509 27,047 78,556 1,511 1,751 84.7 
1930 32,857 9 ,987 ,844 47,551 25,739 73,290 1,447 1,711 82.7 
1931 29,427 10,012 39,439 , 188 1,844 62,032 1,573 76.0 
1932 26,022 10,059 36,081 31,563 17,461 49,024 1,213 1,354 65.7 
1933 25,973 10,257 36,230 29,596 15,721 45,317 1,139 1,251 60.5 
1934 28,043 10,536 38,579 34,051 17,459 51,510 1,214 1,335 64.6 
1935 29,034 10,741 39,775 36,679 18,458 55,137 1,263 1,386 35.00 39.6 
1936 30,833 10,870 41,703 41,906 20,680 62,586 1,359 1,501 42.9 
1937 32,546 10,921 43,467 46,728 22,602 69,330 1,436 1,595 45.6 
1938 31,239 10,920 42,159 : 19,470 64,418 1,439 1,528 43.7 
1939 32,419 10,950 43,369 48,128 22,546 70,674 1,485 1,630 46.6 
1940 35,648 10,950 46,598 51,816 24,219 76,035 1,450 1,632 46.6 
* Including working slaves. 
VIII 
Persons Employed per Individual Business 
Number Income Number of Average per 
employed per person businesses business - 
1,044,000 1,530 12, 83.50 
Distribution 
1,695,812 2,245 169,702 10.55 
5,467 430 1,368 1,543,158 3.54 
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TABLE IX 
Banks and Insurance Business Accounts 
(U.S.A. 1929) 
EMPLOYMENT ACCOUNT 
% added by Dollars Dollars Dollars 
employment thousands thousands thousands 
To Wages and Salaries............ 79.9 2,129,713 
Executive, Dividend etc......... 20.1 536,420 
By Income Produced............. 100.0 2,666, 133 
2,666, 133 2,666, 133 
Persons employed 841,953; average income per person 3,167 dollars. 
TABLE X 
Government Business Accounts 
(U.S.A. 1929) 
EMPLOYMENT ACCOUNT 
% added by Dollars Dollars Dollars 
employment thousands thousands thousands 
22.8 1,472 ;396 
By Income produced.............. 100.0 6,456,288 
6,456,288 6,456,288 
Persons employed 3,003,272; average income per person 2,150 dollars. 
TABLE XI 
Average Prices 1849 and 1929, United Kingdom 
1849 
1849 1929 plus 88% 
Wheat English s&d per qr. 44/3 42/2 83/2 
Flour s per 280 Ibs 41 384 77/- 
Barley s&d per qr. 27/9 35/5 52/2 
Oats sé&d per qr. 17/6 24/7 32/10 
Potatoes s per ton 95 111 183 
Beef mid d per 8 lbs. 32 66 60 
Mutton mid d per 8 Ibs. 38 83 71 
Butter 8 per cwt. 88 180 165/6 
Sugar R.W.I. 8 per cwt. 22 114 41} 
Coffee Rio 8 per cwt. 36 75 67 
Tea Imp. d per lb. 13 17 24 
Iron s&d per ton 45/6 74/- 85/6 
ron £ per ton 754 1573 
Coal. Exp. s per ton 7.69 16.13 14.48 
Cotton mid d per Ib. 5.12 10.26 9.63 
Wool Merino d per Ib. 16 354 30 
Si s per lb. 15 14 28 
Timber Imp. s per load 58 45 109 
si Silver d per oz. 60 244 113 
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TABLE XII 
Transportation Business Accounts 
(U.S.A. 1929) 
EMPLOYMENT ACCOUNT 
Dr. Cr 
% added by Dollars Dollars Dolla 
ars 
employment thousands thousands thousands 
To Wages and Salaries............ 74.6 4,970,422 1 
Executive, Dividend etc......... 25.4 1,689,344 
By Income produced.............. 100.0 6,659 , 766 
6,659 , 766 6,659 , 766 
Persons employed 3,073,073; average income per person 2,167 dollars. T 
TABLE XIII 
Wholesale Distribution Business Accounts - 
(U.S.A. 1929) 
TRADE ACCOUNT 
% added by Dollars 
To Stock 
66,537 B 
Discount allowed less received. . . 
65,485 ,523 
To Balance forward............... 5.8 3,806,477 
69 , 292 ,000 
69,292 ,000 69,292 ,000 
EMPLOYMENT ACCOUNT 
% of 
share 
To Wages and Salaries............ 79.1 3,012,125 
Executive, Dividends etc........ 20.9 794,352 3,806,477 ss 
By income produced by business. . . 100.0 2,806,477 Sf 
3,806,477 3,806,477 


Persons employed 1,695,812; average income per person 2,245 dollars. 


k 


Wage Fund and Full Employment 335 


Tasre XIV 


Retail Distribution Business Accounts 
(U.S.A. 1929) 


TRADE ACCOUNT 


Dr Cr 
%o added by Dollars 
To Stock 
41,635,278 
Less Stock 
41,635,278 
49,115,000 49,115,000 
EMPLOYMENT ACCOUNT 
% share of 
income 
To Wages and Salaries............ 69.5 5,197,212 
Executive, Dividend etc......... 30.5 2,282,510 7,479,722 
By Income produced.............. 100.0 7,479,722 
7,479,722 7,479,722 


Persons employed 5,467,430; average income per person 1,368 dollars. 


TABLE XV 
Percentage Change in Area Planted Caused by Change in Income per Acre 
(WHEAT PRODUCTION U.S.A.) 


: Percentage change 
Crop Price _ Dollar Percentage of area pla 
Season per BU income per increase 
per acre one pron of i season of 1941-42 
Autumn Spring 
1939-1940 14.1 Bu. 93.7 13.21 
1940-1941 15.3 Bu. 88.8 13.58 +3.0 +10.2 —6.3 


The reaction in the area planted in 1941-42 is not quite exact. The increase in the autumn is too large and the 
spring reaction not quite sufficient. The general reaction to the income produced per acre though is clearly indicated. 
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XVI 


Manufactures Business Accounts 
(U.S.A. 1929) 


UNDER FULL EMPLOYMENT 
TRADE ACCOUNT 


Dr. Cr. 
% added by Dollars Dollars Dollars 
om, thousands thousands thousands 
To Stock 
13,339,000 
Discount received.............. 
51,889,000 
51,889,000 
To Balance forward............... 35.7 18,546,000 
70,435,000 
70,435,000 70,435,000 
EMPLOYMENT ACCOUNT 
% share 
of income 
By Income produced.............. 100.0 18,546,000 
18,546,000 18,546.000 


Persons Employed 10,331,000 
Persons Unemployed 1,320,368 


Full Employment 11,651,368 Average income per person 1,592 dollars. 
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THE ACCOUNTING EXCHANGE 


A. C. LITTLETON 


counting to show that living language 

changes, the word “‘surplus” would be 
a good one to use. It was not originally a 
bookkeeping term, having come rather 
late into accounting from earlier use in law. 
Its antecedent in bookkeeping was 
“profit.” But before the noun “surplus” 
became as prominent in accounting as is 
the noun “‘profit,” it passed through a long 
chrysalid stage in law as an adjective in 
the phrase ‘“‘surplus profits.” 

“Surplus” Terminology. Why was a 
modifying adjective “surplus” added to 
the noun, “profits?” Why was the word 
“profits” later dropped from the phrase, 
leaving “‘surplus” to stand alone as a 
noun? Why were adjectives subsequently 
added to the new noun to produce the 
modern term ‘‘earned surplus”? Perhaps 
the answers cannot be read from a few ex- 
amples of changing usage; but it may be 
interesting to look at some samples, never- 
theless. 

Asample of corporation charters granted 
by American state legislatures between 
1822 and 1869 shows that in most cases no 
specific mention was made of the source 
from which dividends could be declared, 
presumably relying on the common law to 
control the matter. A few, however, spe- 
cifically refer to “clear profits,” “actual 
profits”; and a few more say that profits 
available for dividends are determined by 
the directors ‘after setting aside a surplus 
fund.” In New York, a statute of 1825 de- 
clared it unlawful to make any dividend 
except from surplus profits. This statute 
was entitled ‘‘An act to prevent fraudulent 
bankruptcy by incorporated companies.” 
The theory was that a dividend not from 
profits would work a fraud on the creditors 
by conveying to shareholders an amount of 


I’ AN EXAMPLE were sought from ac- 


property which should be kept to pay 
creditors. 

An earlier example shows a similar lack 
of a sharp distinction between profit and 
surplus. The charter of the Bank of the 
United States (1790) provided that divi- 
dends could come only from profits, and 
that the directors lay before the stockhold- 
ers a “statement of debts... and of the 
surplus profits if any after deducting 
losses.” A by-law provided that assenting 
directors would be personally liable “for 
the amount of the surplus so divided,” if 
dividends exceeded the profit. 

The clearest meaning in these various 
examples is that reflected in the phrases 
“clear profit,” “actual profits.” The inten- 
tion plainly was to specify profits clear or 
net of expenses and losses, and to exclude 
from the dividend base unreal credits of 
every kind since these would not be “ac- 
tual.” These distinctions are more impor- 
tant now than they ever were; but modern 
terminology sometimes still fails to make 
them clear. 

At about this same time charters and 
statutes also used the terms “surplus 
fund” and “surplus profits.” “Surplus” in 
the first phrase is obviously connected 
with the idea of profit assets held back 
from dividends, presumably because the 
assets were needed for current operations, 
or perhaps for future dividends. In the sec- 
ond phrase, the adjective “surplus” prob- 
ably was intended to mean profits over and 
above expenses and losses, that is, profits 
not needed to cover revenue charges. In a 
sense, therefore, the phraseology seems 
aimed at correcting the same bad prac- 
tices that presumably created the need for 
the phrases “‘clear profit,” and ‘actual 
profit.” This intention seems present, for 
example, in the charter of the United 
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States Bank, in which deduction of losses is 
specifically mentioned in the same clause 
that names profits as the dividend base. In 
the by-law of the bank, surplus seems to be 
used as a noun, but actually it is still an 
adjective with the related noun “profits” 
being understood from the context without 
repetition. 

There is a reference in Hunt’s Merchants 
Magazine to the report of the Liverpool 
and Manchester Railway of 1843, in which 
it was said that the net profit (as the dif- 
ference between receipts and expenses) 
was increased “‘by the addition of an un- 
divided surplus.” If all profits (except 
those specially earmarked) were cus- 
tomarily distributed, it would be quite 
natural to think of the dividend base 
(profit) as being augmented from an oc- 
casional carry-over from the past. We 
would now say it the other way—increase 
the prior surplus by the addition of cur- 
rent net profit. 

In the same year the other usage was 
also reflected. In a statistical statement 
about the Eastern Railroad it was said 
that the old surplus reserve fund was a 
certain amount and that the surplus fund 
was increased by a certain amount as a re- 
sult of the year’s operations. In 1845 it 
was said of the New York and Erie Rail- 
road that its eastern division earned “a 
considerable surplus beyond the current 
expenses.” The same magazine in 1847 said 
that the Reading Railway, after paying all 
expenses, had a surplus of net earnings of 
a certain amount. And of the South Caro- 
lina Railroad it was said that one item in 
the auditor’s property statement was sur- 
plus income (probably meaning undivided 
profits). 

In these examples the word surplus has 
been used to refer to (1) an undivided prior 
balance, (2) a reserve fund, (3) an excess of 
revenue above expenses, (4) an income 
item in a property statement. Yet, in spite 
of an apparent diversity of usage, the con- 
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notation never gets far away from that of 
profits, though the profits concerned may 
be those related to current expenses, toa 
prior carry-forward, or to the present divi- 
dend base. Thus the term “surplus” at 
about 1850 is not yet linked directly to as- 
sets; but the phrase ‘‘surplus assets”’ is not 
far away. 

After the middle of the nineteenth cen- 
tury the term “surplus assets” appears in 
court cases, especially cases in Great Bri- 
tain. In 1869 “‘whole surplus” was used in 
referring to assets of an enterprise in diso- 
lution. Surplus assets, it was said, must be 
distributed pro rata. In 1889 and in 1894 
the courts referred to dividing the surplus 
after payment of liquidation expenses. In 
1896 a court tried to link the two terms by 
saying that surplus assets means surplus 
profits (as a synonym?); and then ex- 
plained that surplus assets are those re- 
maining after payment of debts and re- 
coupment of capital (New Transvaal Co. 
2 Ch. 750, 1896). 

According to this last concept, profit will 
be expressed by the assets remaining after 
an enterprise liquidates debts and capital. 
And since these profits stand in the form of 
assets, surplus assets are surplus profits. 
Presumably by transfer of meaning, the 
same identity of terms would carry over to 
a going concern; thus surplus asset-value 
(however derived) would become distribu- 
table as surplus profits. 

Surplus in the Law. But the British 
courts were too alert to fall into that 
logical trap. They have ruled as fol 
lows: In 1870 (Salisbury v. Metropolitan 
Railway, 22 L. T. 829) an unrealized i 
crease in the value of land is not profit; 
in 1894 (Vernier v. the General and Com- 
mercial Investment Trust, 2 Ch. 239) an 
unrealized value decrease due to fluctuat- 
ing prices of fixed assets is not loss; in 18% 
(National Bank of Wales, 2 Ch. 629) a sur 
plus upon the valuation of assets is not 
necessarily profit; in 1918 (Ammonia Soda 
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Co., 1 Ch. 266) write-up of fixed assets 
could not create a surplus to meet a deficit 
on trading. 

American courts have used the term 
“surplus” in various ways. A sample of 70 
cases (one-third being dated between 1861 
and 1889) shows the word used as an ad- 
jective (31 cases), as a noun (23 cases), as 
anoun modified by an adjective (16 cases). 
There is some tendency for the use as an 
adjective to decrease as the years pass, and 
for the use as a noun to increase. 

As an adjective the most frequent use 
has the form “surplus profits,” with ‘“sur- 
plus earnings’ following closely. In a few 
instances, mostly early cases, “surplus 
fund” is referred to. 

When “‘surplus” is used alone as a noun, 
the possibilities for confused meaning grow 
greater since the word seems to refer some- 
times to profits, sometimes to assets. In 
Williams v. Western Union Telegraph Co. 
(93 N. Y. 162, 1883) the court referred to 
surplus in a general sense as the excess of 
property over the limit defined by charter 
(.e., authorized capital stock), but went on 
to say that in a strict legal sense surplus is 
always regarded as surplus profits. From 
the context of other cases it is clear that 
the word sometimes refers to assets and 
sometimes to profits. 

It was perhaps not well understood until 
more recently that the word “profits” al- 
ways carries within it a reference to “‘sur- 
plus assets,’ but that the phrase “surplus 
assets” does not always connote “profits.” 
This relationship exists because “profit” 
has a meaning limited to asset-gain realized 
from actual exchanges, whereas the phrase 
“surplus assets” may include a change in 
asset values by appraisal and without ex- 
change, or may refer to liquidations which 
result in residual (surplus?) assets. 

It is confusing rather than helpful to use 
alternatives such as “‘surplus or net prof- 
its” as is sometimes done in statutes. Does 
this mean “surplus (that is, net) profits” or 
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does it mean to allow a choice of either 
“surplus’’ (assets) or “net profit”? Other 
combinations are equally unclear: profits 
and surplus (current profits and prior sur- 
plus?); earnings or surplus; surplus or un- 
divided profits. 

The noun “surplus” is sometimes modi- 
fied by an adjective; usually the accom- 
panying word is such as undivided, undis- 
tributed, accumulated, or distributable. 
Later, additional adjectives such as earned, 
paid-in, capital, and appraisal are used. 
And as a result of attaching adjectives the 
intended meaning grows clearer. But not 
wholly clear. For “paid-in surplus” can 
refer only to assets (invested) and not all to 
profits (earned); ‘earned surplus” can re- 
fer only to profits (earned) and not to as- 
sets (invested) ; “appraisal surplus” can re- 
fer neither to assets invested nor to profits 
earned. Obviously the problem of clear 
terminology is still present. 

The use of no-par stock and the practice 
of appraising fixed assets combined to gen- 
erate many of the modern problems of sur- 
plus terminology. But the roots of the 
problem reach far back of these current 
practices. 

Perhaps in law “profits” became “sur- 
plus profits” out of an attempt to express 
the idea of “profits net of expenses and 
losses.”’ Perhaps “‘surplus profits” was later 
compressed to “‘surplus”’ in order, by indi- 
rection, to leave paid-in surplus available 
for current distributions to stockholders. 
For example, the New York State Assem- 
bly in 1881 (following a statute of 1825) 
made directors liable for dividends “except 
from surplus profits,” and in 1924 changed 
the phrase to read “except from surplus.” 
And perhaps the use of no-par stock, with 
its accompaniment of stated capital and 
paid-in surplus, produced (under the con- 
cept of unimpaired capital as the prevail- 
ing dividend test) such unpredictable uses 
of surplus accounts that the single term 
“surplus” needed to be replaced by 
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“earned surplus,” “appraisal surplus,” 
“paid-in surplus.” 

The evolution of the use of “surplus” is 
a typical illustration of the need for a con- 
tinuous scrutiny of technical terms. For 
they have a habit of accumulating differ- 
ent meanings, especially if they are words 
that also are in general use. Not definition 
and redefinition, but explanation of con- 
notations is called for; not abandonment of 
useful terms, but alertness to new shades 
of meaning is indicated. 

Effects and Debts. Accountants are famil- 
iar with the phrase “Assets and Liabili- 
ties’; and perhaps occasionally someone 
wonders how the term arose. Another 
phrase once was widely used—‘“‘Effects 
and Debts.” Was this the antecedent? 

In 1761 an English author wrote that 
every trader who was in financial difficulty 
should “make out a general state of his ef- 
fects, as well what he owes as what is due 
him, to deliver to his creditors when they 
assemble to examine his affairs in conform- 
ity with the second article of title eleven of 
the Ordinance of 1673.” The advice was 
also given that merchants who could not 
pay their debts should file a petition “‘at- 
taching two accounts which they shall sign 
and affirm to be true, the one of the value 
of their effects and the other of their 
debts.” 

These quotations, from Wyndham 
Beawes The Merchants Directory (2nd edi- 
tion, 1761) obviously refer to statements of 
assetsand liabilities (if not to balance sheets 
derived from double-entry records) even 
though effects were to be reported in one 
“account” and debts in another. 

The affirmation mentioned is of interest 
since it foreshadows the auditor’s certifi- 
cate. 

“T, the underwritten do certify to all whom it 
may concern, that the State here above of all 
my effects, as well debtors. as creditors, contains 
the truth, and that I have not omitted anything, 


or made use of any person or names in it that are 
not my true and lawful creditors, in faith of which 
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I have signed the present, the 29th day of May, 
1750.” 


At another page the author wrote: “he 
must also strike a balance for the greater 
ease of his creditors, that they may see with 
a cast of the eye the truth of his affairs and 
what they have to expect; and he must 
likewise put underneath the said State, an 
account of all losses that have happened to 
him . . . that he may justify his conduct to 
his creditors in case he has not effects suf- 
ficient to pay them their whole due, that 
they may have nothing to reproach him 
with.” 

Beawes also refers to the case of Miles vy. 
Williams & ux., in which this phrase oc- 
curs: ‘‘All those effects and debts which he 
could take in or turn into money.” And 
again: “debts, effects and estate of the 
bankrupt.” Reference is made to the 
statute 5 Geo. III sec. 1 for this sentence: 
“The Bankrupt is to discover to the com- 
missioners upon oath such estate and ef- 
fects as he may have.” 

Beawes undoubtedly drew upon French 
authors for many of his rules. He relied 
especially on Savary, whose handbook on 
mercantile practice, in appropriate sec- 
tions, expounded the French bankruptcy 
law of 1673. Some phrases from the French 
author (6th edition, 1712) will illustrate 
how close the English was to the French 
terminology. 

“Je soussigré certifie 4 tous qui’il ap- 
partiendra, que l’estat cy dessus de tous 
mes effets tant actifs que passifs, contient 
verité. ... ” (I the undersigned certify to 
all concerned, that the state of all my ef- 
fects as well active as passive, comprise the 
truth. ...) 

The French author says “‘l’estat . . . de 
tous mes effets’; the English statue says 
“Estate and Effects.”” The French author 
says “‘l’estat de mes effets tant actifs que 
passifs”; the English author says “‘state 
of my effects, as well debtors as creditors”; 
and also “‘as well what he owes as what is 
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due him.’’ The English court says “effects 
and debts,’ “‘debts, effects and estate.”’ 
The French estat is thus translated ‘“‘es- 
tate,’ or “state,” meaning “statement”; 
effets is thus translated literally “effects,” 
meaning properties, therefore assets. 

In the quotations below the French use 


of effets is further varied. “‘ . . . en cas qu’il 
ne se trouvant pas assez d’effets pour les 
payer entierment de leurdu...”(...in 


case that there cannot be found sufficient 
eflects to pay (the creditors) entirely what 
isdue them...) “Avoir assez de bons e 
eflets pour satisfaire ses creanciers.’’ (to 
have sufficient of goods and effects to sat- 
isfy his creditors.) The French phrases 
assez d’effets and assez de bons e effets are 
faithfully rendered by Beawes as “‘has not 
effects suffictent to pay.” 

The modern word for “effects’’ (that is, 
properties) is “‘assets.” Apparently the 
phrase ‘sufficient of effects’’ was shortened 
through long usage (or in translation) to 
the anglicized word ‘‘assets’’ (for assez). A 
literal retranslation of ‘assets’ back into 
the original sense would give the phrase 
“sufficients (or enoughs) to pay his 
debts.” 

Used as nouns, theadjectives “‘sufficient”’ 
and “enough” do not make clear sense, 
whereas “‘effects” and “property” do. But 
“asset”? was not thought of as a direct 
translation of assez; it became a true tech- 
nical term and as such carried its own con- 
notation—that of property available to 
pay debts. Later in business and account- 
ing the term came to mean any property 
held by a business enterprise for use in its 
operation. Then by extension it was made 
to include any debit balance that was ap- 
plicable to a future period under the ac- 
counti .z objective of trying to associate 
expense with revenue in the period when 
the expense made itself felt. 

If anyone thinks of assets in the original 
meaning of the term, and lawyers often do, 
hemay object toincluding underthat head- 
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ing any item which seems inappropriate 
for use in paying debts. But when one re- 
calls that assez was a French adjective 
made over into a technical English noun, 
he ought not to object too much upon find- 
ing that “‘asset,” once simply a legal term, 
has grown into a technical term in account- 
ing as well. 

This is not the only case of an adjec- 
tive’s evolving into a technical noun. An- 
other transformation that is clear to see 
involves the German terms for debit and 
credit in an account—soll and haben, 
literally ‘‘shall” and “have.” 

As bookkeeping developed in Italy, the 
principal verbs used in a sentence written 
to express a business transaction (es- 
pecially a loan) came to be standardized in 
the Latin forms debet dare (shall give) and 
debet habere (shall have). When these terms 
were first brought over into German they 
were translated literally as soll geben and 
soll haben, and these became the terms 
designating respectively the left and right 
side of an account. When German usage 
had completed its construction of the two 
basic technical terms of bookkeeping, debit 
and credit, the result was not one derived 
from the Latin roots that are still clearly 
reflected in those two English words. From 
soll geben the second word was dropped, 
leaving soll to mean “‘debit’’; from soll 
haben, the first word was dropped, leaving 
haben to mean “‘credit.”’ 

Since technical terms are intended to ex- 
press a limited meaning, their connotation 
in general usage cannot be relied on to 
furnish a clear clue to their technical sig- 
nificance. So it is with the term “‘asset.’’ In 
accounting usage its technical meaning has 
developed beyond its meaning in law, 
where the term still retains most of the 
early coloring derived from assez de effets. 

Assets and surplus. One of the handicaps 
accountants work under is a technical vo- 
cabulary made up for the most part of 
words in common use. Thus any reader of 
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an accountant’s words, by supplying his 
own connotation, may miss entirely the 
essential thought intended. 

Some words create special difficulties be- 
cause of long usage in a certain setting. 
For example, the word “‘asset”’ has so long 
been used with a legal connotation that 
accountants now are sometimes tempted 
to drop it as an accounting term. ‘“‘Surplus’”’ 
is another word that tends to mean differ- 
ent things to lawyers and to accountants. 
But to abandon terms that seem to con- 
tribute to misunderstandings would only 
shift the burden to substitute words. And 
these might serve no better; lacking as 
they must the rich connotations of the fa- 
miliar terms they perhaps could not serve 
so well. 

Probably a more helpful approach would 
be to labor at gaining an understanding of 
the other person’s connotation and at ex- 
plaining our connotation to him. This 
would not be easy; and it might take a long 
time to complete the meeting of minds. 
Yet the attempt could be beneficial from 
the beginning, for it would at once break 
down the thought that there could be any 
proprietory interest in a word. 

It may be of interest therefore to take 
note of the origins of these two items, since 
current connotation often continues to ex- 
press early meanings. If one may judge 
rightly from the examples quoted in his- 
torical dictionaries (such as Murray’s) the 
word “surplus” has from the beginning 
been the more general and “assets” has 
been the more technical term. 

Surplus (or surplusage) derives from the 
medieval Latin word superplus, a term 
which as early as the sixteenth century was 
sometimes rendered into English as “‘over- 
plus” (Ympyn, 1547). Usually the sense 
that fits the early context of the word is 
that of simple excess or remainder, as sur- 
plus of yarn, of meat, of money, of words, 
of faults, of population. Adam Smith 
(1776) wrote of an exchange of surplus 
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pelts for blankets; Benke (1790) indicated 
that surplus produce forms the income of a 
landed proprietor; Jevons (1878) said the 
rent of better land will consist of the surplus 
of its produce over that of the poorest land, 

The term is used in law as well as eco- 
nomics. An English statute of 1553 (7 
Edw. VI c. 1) says “deliver... the sur- 
plusage and overplus of the value... ”;a 
later statute of 1670 (22 Charles II c. 10) 
speaks of making a distribution of “the 
surplusage of the estate of any person dy- 
ing intestate”; in 1827 the law of inheri- 
tance clearly states that surplus from the 
sale of land did not form part of the per- 
sonal estate that could be passed by resi- 
duary bequest. 

It is not surprising therefore that law- 
makers writing statutes relating to busi- 
ness enterprises should before long use the 
term “surplus profits’ in much the same 
manner that one would refer to surplus 
pigs. Presumably it did not occur to any 
one then to ask whether there were any 
other kinds of profits; or to inquire, if some 
profits were surplus profits (i.e., excess), 
what the word “profits” meant without 
the adjective. 

The word ‘“‘assets’’ also got its legal sig- 
nificance very early. In the English law of 
estates (asin Littleton’s Tenures, 1574) the 
word was spelled in the sixteenth century 
as at present, assets. In old French it was 
asez (enough). In earlier usage (late popu- 
lar Latin), ad satis (to a sufficiency) was a 
frequent substitute for sates (enough) and 
had much the same connotation as was 
later given to asez. 

The Anglo-French law phrase aver asseis, 
a term from the law of estates and executor- 
ship, is a significant transitional term car- 
rying a Latin meaning over into English by 
way of the French. Literally it says “to 
have sufficient’”’; but to make the meaning 
clear it needs to be rendered as ‘‘to have 
sufficient (effects to satisfy the testator’s 
debts and legacies).”’ 
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In Blackstone’s Commentaries (1768) the 
author points out that a deed by an ances- 
tor was binding on an heir only in so far as 
the latter had inherited property “suff- 


cient to answer the charge . . . which suf- 
ficient estate is in law called assets.’’ (Vol. 
II, p. 244.) 


By easy stages the meaning has passed 
from that of property sufficient to cover a 
testator’s legacies, to that of the property 
applicable to the payment of the debts of a 
bankrupt, and thence to that of the prop- 
erty of a going concern available to cred- 
itors of the enterprise if they should seize 
itat that moment because of suspected in- 
solvency. 

These concepts of the meaning of “as- 
sets,” having been long embedded in legal 
thinking, continue to the present time to 
tie the term subconsciously for many peo- 
ple to some issue of solvency. Accountants 
and businessmen must often use “assets” 
ina much broader sense than lawyers. The 
result often is a failure to understand each 
other. All concerned should realize that the 
term has a double meaning that is easily 
grasped. Assets are properties (and prop- 
erty rights) that are judged useful to the 
economic purposes of the owning enter- 
prise, and were acquired by it to serve 
those purposes. At the same time, various 
types of debt were incurred incidental to 
acquiring the needed working properties. 
And because of these debt contracts, assets 
must also be recognized as properties capa- 
ble of being realized upon for meeting 
financial obligations. 

For some purposes one concept will be 
the more important; but the other has its 
moments of importance too. For account- 
ing use it is clear that the most basic idea of 
assets will be one related to economic pur- 
poses—because the primary service of ac- 
counts is rendered to an economic enter- 
prise. Since the act of incurring liabilities 
is only incidental to economic productiv- 
ity, the service of assets for paying debts is 
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to accounting no more than a secondary 
meaning of the term. 

From the dual meaning of assets, it fol- 
lows that the balance sheet has a dual sig- 
nificance. It may be considered as a 
“solvency statement’ presenting a con- 
trasting of debts and the possible means of 
their discharge. And it may be considered 
as a “capital statement” wherein first em- 
phasis is given to the productive left side 
rather than to the unproductive right side 
where the emphasis lies in the other case. © 
Since the basic significance of financial 
statements in business relates it to the 
process of earning profits, it must be un- 
derstood that the list of assets may very 
well include some items that would have 
little debt-paying power in the event of 
enterprise liquidation. But this use need 
not be misleading; it may reasonably be 
assumed that all users of the balance sheet 
will be well enough informed to be aware of 
the way the two concepts of assets limit 
each other. 

Balance-Sheet Headings. Most balance 
sheets of today are headed by the term 
“Assets and Liabilities.’ Cthers include 
“and Capital” on the right side. There 
may be some opinion in favor of ‘Assets 
and Equities.’”’ But the logical appropriate- 
ness for corporations of ‘‘equities” in place 
of “liabilities and capital’? has not yet 
overcome the desire to preserve the tradi- 
tional emphasis on the dissimilarities be- 
tween creditor and owner. 

The heading has not always included 
three terms. Research has not been made 
that would indicate when the word “‘capi- 
tal’? was added to ‘‘Assets and Liabilities.” 
Neither can a definite date be set for the 
beginning of the two-term heading, since 
a scattered early use could easily be the ex- 
ception rather than the rule. However, the 
dates of some early usage may be interest- 
ing for the indication they may give of the 
persistence of earlier terminology. 

In some cases the headings were simply 
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Debtor, Creditor, or Dr. Cr. Thomas King 
used these terms in a text book of 1717. 
Robert Hamilton (1797) wrote, ‘“The Dr. 
of the Balance Sheet contains every kind 
of property belonging to you and every 
debt owing to you; and the Cr. contains 
every debt owing by you: therefore the dif- 
ference of the sides will exhibit your net 
estate’’ (p. 286). The Bank of France (re- 
ported in Hunt’s Merchants Magazine) for 
1841 and 1845 also used these simple head- 
ings. The London and Westminster Bank 
in 1851 spelled the headings out. 

Incidentally Hamilton (p. 285) also said 
regarding inventory: “It is much more 
proper to value the goods on hand in con- 
formity with current prices, than at prime 
cost; for the design of offering any value is 
to point out the gain or loss; and the gain is 
in reality obtained so soon as the prices rise 
or the loss suffered as soon as they fall.” 

The East India Company is the basis of 
an article in the same magazine. In the 
company’s accounts for 1733 the heading 
is “The Effects and Credits.’ It is note- 
worthy, moreover, that the article (1840) 
refers to the exclusion from company re- 
ports of forts and buildings abroad “‘be- 
cause they were not assets . . . any further 
than they could be disposed of.” Thus 
implying that the word “assets” was re- 
stricted to uses referring to items available 
for paying debts. 

A number of authors of bookkeeping 
texts near the turn of the nineteenth cen- 
tury were using the word “‘effects.”” Robert 
Hamilton (1797) said a bankrupt was com- 
pelled to deliver “an account of his effects 
upon oath.” Patrick Kelly (1803) referred 
to “‘my effects, both real and personal.” 
William Jackson (1816) wrote that a mer- 
chant must keep accounts of his effects, his 
debts active and passive, and his losses and 
gains. James Maginnes (1817): ‘Take an 
inventory of your effects.’’ Nicholas Harris 
(1842): “Inventory of my effects and 
debits.” 
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Peter Duff (1848) reflected a small 
change in terminology. He spoke of mak. 
ing an opening entry of ‘‘effects and liabilj. 
ties.”’ In 1853 Thomas Jones in a textbook 
gave to a balance sheet the heading “Re. 
sources and Liabilities”; and in the body 
of his discussion (as pp. 119, 120) he re. 
ferred to “‘assets.”’ But this last was not in 
a statement heading. 

There is other evidence to indicate that 
the newer terminology was widely ac. 
cepted about the middle of the nineteenth 
century. The same Thomas Jones, in an 
article in Hunt’s Merchants Magazine (fore- 
runner of the Commercial and Financial 
Chronicle), used the heading ‘Resources 
and Liabilities” in 1843. Bank statements 
published in that periodical for 1839, 1848, 
and 1850 also used that heading. Some 
banks preferred “Liabilities and Means” 
(Bank of New York, 1844), presumably in- 
tending “‘means” to be equivalent to the 
earlier term ‘‘effects’—cash being a means 
of discharging liabilities. 

“Assets and Liabilities’ was the heading 


used by banks in South Carolina in 1850.. 


But the Bank of England used ‘‘Liabilities 
and Assets” in 1839, and the banks in 
Rhode Island (1840) followed the English 
usage. Published statistics of the banks of 
New Orleans (1842) had one column 
headed ‘‘assets.” 

Apparently banks were the first to use 
the term “assets” regularly in statement 
headings. Possibly this may have been be- 
cause to them liquidity (debt-paying abil- 
ity) was an important matter, as it was 
also in the law of estates where the same 
term was originally used. The use of “ef- 
fects” and “resources” in ordinary book- 
keeping may have reflected the authors 
desire to avoid a foreign-sounding techni- 
cal term, such as ‘‘assets.”’ Certainly many 
authors stressed their intention to make 
the subject simple; this would be one way 
to try for that result. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


HENRY T. CHAMBERLAIN 


pared by the Board of Examiners of 
the American Institute of Account- 
ants and were presented as the first half of 
the C.P.A.examination in accounting prac- 
ticeon May 15, 1946. The candidates were 
required to solve problem 1 and either 
problem 2 or problem 3. The weights as- 
signed were: problem 1, 30 points; prob- 
lem 2 or 3, 20 points. 
The time allowed was four and a half 
hours. A suggested time schedule is given 
below: 


T: FOLLOWING problems were pre- 


45 minutes 


Particulars 


Selling, administrative, and general expenses.......... 


Net income before taxes on income.................-- 
Provision for federal and state income taxes........... 


Net income 


Relevant data are as follows: 


. Sales and gross profit in the income account for 1942 
and 1943 include undelivered merchandise ready 
for inspection by purchaser but not inspected and 
not shipped at the end of the respective years. The 
sales agreement on this merchandise provided for in- 
spection before acceptance and delivery. The sellin 
price of such merchandise was $25,000 in 1942, an 
$15,000 in 1943; the gross profit based on selling price 
was 36% and 40%, respectively. 

2. The inventory is ascertained to have been under- 

stated by $8,000 at December 31, 1942, as the result 

of a clerical error in the extensions of inventory 
prices and quantities. 


$100,000 $135,000 $265,000 
00) 700 000 


Problem 3.......... 90 minutes 
No. 1 


From the following information, prepare 
corrected condensed income statements of 
B-V Co., Inc., for 1942, 1943, and 1944, re- 
spectively, and the adjusting entry appli- 
cable to the balance-sheet of B-V Co., Inc., 
as at December 31, 1944. 

Condensed statements of income of B-V 
Co., Inc., for 1942, 1943, and 1944 prior 
to correction are as follows: 


Year ended December 31 
1942 1943 1944 


$ 98,500 $135,700 $267,000 


$ 51,500 $ 64,300 $133,000 


$ 11,500 $ 19,300 $ 78,000 
5,000 1,000 4,000 


$ 16,500 $ 20,300 $ 82,000 


$ 12,375 $ 14,210 $ 49,200 


3. On July 1, 1942, first mortgage, 4%, 20-year bonds 
having a par value of $50,000 were issued at a pre- 
mium of $4,000. This premium was trea as 
“other income” in 1942. 

4. For purposes of this problem, the effective rates of 
taxes on income of B-V Co., Inc., may be considered 
as being: 1942—25%; 1943—30%; 1944—40%. 
Also, for purposes of this problem, disregard interest 
on tax adjustments and carry all tax adjustments, 
debit or credit, through a reserve for federal and state 
income taxes. 

5. Plant and related depreciation reserve control ac- 
counts appear in the general ledger as follows: 
(Over-all straight line depreciation rate of 10% is to 
be considered acceptable) 


nall 
lak. 
bili- 
ook 
Re- 
ody 
Te- 
rt in 
that 
ac- 
nth 
l an 
ore- 
Tces 
ents 
848, 
ome 
ans” 
y in- 
the 
850. gi . sales (direct materials, direct labor, and applied manufacturing over- : 
S in 
be- 
same 
‘bef. 
ook- 
hors’ 
hni- 
any 
ake 
way 


346 
Plant Control 
Dr. Cr. 
1/ 1/42 Balance G/L........ $200 ,000 
4/ 1/43 Building Vo. 4-11..... 50,000 — 
7/ 1/43 Building Vo. 7-11..... 10,000 _ 
12/31/44 Balance............. —_ $260 ,000 
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Reserve for Depreciation Gee 
Cr. 
1/ 1/42 Balance G/L......... — $60,000 
12/31/42 Depreciation J-12-1.... — 20,000 
12/31/43 Depreciation J-12-1.... —_ 23,750 
12/31/44 Depreciation J-12-1.... 6,000 


(a) Vo. 4-11: Cost of completing extension to factory building No. 1—$50,000. 

(b) Vo. 7-11: Cost of repairing storm damages to roof of factory —$10,000. 

(c) A unit of machinery included in the plant control at $5,000 and having a net depreciated book value of 
$1,000 as at December 31, 1944, was discarded on that date. No entry was made to reflect the retirement in 


the plant or related reserve accounts. 


No. 2 


From the information following, prepare 
an income statement showing therein ap- 
propriate manufacturing cost variances of 
Bunson Co., for January, 1946, supported 
by journal entries of transactions for the 
month. 

The Bunson Co. makes unit M. The 
manufacturing of unit M is based on three 
successive and continuous operations, 
namely, operations M-10 to M-12, in- 
clusive, in which the manufacturing cost 
of such unit is developed as shown by the 
following tabulation of percentages of cost 
of manufacture: 


Percentages of Cost of Manufacture of Unit M 


Operation Material _ Labor Overhead 
20% 20% 40% 
35 40 
80 45 20 

100% 100% 100% 


(The company does not record the actual labor charges 
applicable to each operation.) 


The Bunson Co., operates a cost ac- 
counting system based on standard costs 
which are incorporated in the manufactur- 
ing cost accounts. The differences between 
standard costs and actual costs are re- 
flected in appropriate variance accounts, 
namely, material price, material usage, 
direct labor rate, direct labor time, and 
over-all manufacturing overhead. The ma- 
terial price variance is assumed to be 
realized at the time of purchase, irrespec- 
tive of time of usage. 

The standard manufacturing costs used 
for unit M (based on a planned monthly 


production ranging between 8,000 and 
12,000 units M) are as follows: 


Per Unit M 
Quantity 
or Amount 
Hours 
Material: 
Item M-a (issued in operation 
$ .50 


Item M-b (issued in operation 

Direct labor (total for all opera- 

tions at uniform rate of $5 per 


Overhead (applicable to operations 
asa whole): 
Variable expenses............ -60 
Fixed expenses. ............- .90 
$5.25 


The inventories applicable to unit M as 
at December 31, 1945, stated in accord- 
ance with the foregoing schedule of stand- 
ard costs, are as follows: 

Material—Item M-a—1i00 units; item M-b—100 

units 

Work in progress—50 units complete through oper- 

ation M-10 

Finished goods—none 

Transactions during January, 1946, are 
submitted as follows: 

The voucher register reflects applicable 
transactions paid and incurred as follows: 


Amount 
Material purchases— 
Item M-a-—12,000 units @$.45 per unit. $ 5,400 
Item M-b—12,000 units @ 2.10 per unit. 25,200 
Payroll for all operations— 
Direct labor—3,100 hours @ $1.2625 per 
Manufacturing overhead, other than indi- 
Selling, administrative, and general ex- 
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Other facts are: 

During January, 1946, 11,000 units M 
were transferred to the finished goods 
warehouse and 10,500 units were sold at 
$9 per unit M. 

As at January 31, 1946, 100 units of 
work in progress are complete through 
operation M-11. 

Stores requisitions indicate issuances of 
material items M-a and M-b in the quan- 
tities required for the production carried 
through the respective operations. A sup- 
plementary stores requisition, however, in- 
dicates that item M-a actually used was 
2% in excess of standard quantity required. 


No. 3 


From the following information, prepare 
a work sheet for Middle City for the year 
ended June 30, 1945, showing opening 
balances, entries in the various accounts 
to reflect transactions for the year, and 
fund balance-sheets at the end of the 
year. 

The fund balance-sheets of Middle City 
at July 1, 1944, are submitted as follows: 
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4. Receipts from current tax revenues amounted to 
$85,000 and receipts fron miscellaneous sources 
amounted to $80,000. 

5. Delinquent taxes received were $23,500 and the 
balance is considered uncollectible. 

6. General fund materials and supplies received and 
vouchered for payment amounted to $95,000, in- 
cluding $4,000 in complete fulfillment of all orders 
outstanding at July 1, 1944; budgeted orders 

placed amounted to $100,000 and orders outstand- 

ing at the end of the year amounted to $4,000. 

7. Salary and wage payments amounted to $72,000, as 
budgeted; vouchered bills paid were $90,000. 

8. a on taxes written off in prior years were 

9. Taxes collected in advance were $1,000. 

10. In order to finance the construction of certain local 
roadways, the council voted to set up a special 
assessment fund and levied a special assessment 
of $75,000 on 1/1/45, collectible in equal propor- 
tions over a period of three years, with interest 
from date of assessment at the rate of six per cent 


per year. 

11. Pending collection of special assessments, 5% bonds 
in the amount of $25,000 were sold at a premium 
of $200 on January 1, 1945. The amount of pre- 
mium is considered too small to be amortized over 
the life of the bonds. 

12. Construction contracts were let in amount of 
° 

13. Contractors were paid $20,000 less 10% retained 
percentage. 

14. Special assessments collected amounted to $23,000, 
representing $22,500 principal on current assess- 
ments due for the payment of bonds and $500 in- 
terest on deferred assessments to pay interest on 
outstanding bonds. 

15. Outstanding bonds of $12,000 were paid, plus in- 
terest of $625. 


MIDDLE CITY 
Combined Balance-Sheet—All Funds: July 1, 1944 
General Fund 

Assets Liabilities, Reserves and Surplus 
Taxes Receivable—delinquent........... 25,000 Reserve for encumbrances............... 5,000 
Due to revolving fund.................. 5,000 
Unappropriated surplus................. 35,000 

Long-time advance to revolving fund..... 15,000 Unappropriated surplus—advance to re- 
$ 90,000 $ 90,000 

Transportation Revolving Fund 
$ 10,000 Long-time advance from general fund..... $ 15,000 
Due from general fund.................. 5,000 

$ 15,000 $ 15,000 
$105 ,000 $105 ,000 


Transactions for fiscal year ended June 
30, 1945: 


1. Estimated total revenues are $200,000, including 
$75,000 of miscellaneous revenue. 
2. Appropriations are $175,000. 
3. The council levied property taxes in the amount of 
$125,000. Based on experience, the expected losses 
will be 5%. 


16. The transportation revolving fund purchased trucks 
for $9,000 of which $5,000 remains unpaid on open 
account. 

17. The transportation revolving fund charged the 
general fund for transportation services applicable 
to general fund activities in the amount of $3,000 at 
cost, including depreciation on trucks of $1,200. 

18. The transportation revolving fund was paid $6,000 
by the general fund. 
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Solution to Problem 1 
B-V Company 


Work Sheet—Adjustment of Profits 
1942, 1943 and 1944 


1942 1943 1944 
Dr. Cr. Dr. Cr. Dr. Cr. 

Net income, per statements. . . $12,375.00 $14,210.00 $49 , 200.00 
$25 ,000 .00 $15,000.00 25,000.00 15 ,000.00 
Cost of Sales.............005- 16,000.00 16,000.00 9,000.00 $ 9,000.00 
Inventory adjustment-cost of 

Premium on bonds—other in- 

3,900.00 200 .00 200.00 
Storm damage toroof........ 10,000.00 
Depreciation adjustment—cost 

Loss on retirement of machinery 1,000.00 
Provision for income taxes, per 

4,125.00 6,090.00 32,800.00 


$28,900.00 $40,500.00 $49,000.00 $54,500.00 $10,000.00 $98,200.00 


$11,600.00 $ 5,500.00 $88 , 200.00 
Provision for income taxes.... $ 2,900.00 $ 1,650.00 $35,280.00 


$11,600.00 $11,600.00 $5,500.00 $5,500.00 $88,200.00 $88,200.00 


The adjusting journal entry is as follows: 


$10,315.00 

Reserve for federal and state 
income taxes............ 3,185.00 

Reserve for depreciation... . 5,000.00 
Premium on bonds...... $ 3,500.00 
Plant Control........... 15,000.00 


B-V Company 
Statements of Income and Expense 
Years ended December 31, 1942, 1943 and 1944 


1942 1943 1944 
Selling, administrative & general expenses.....................-- 40,000.00 45,000.00 55,000.00 
$ 10,500.00 $ 14,300.00 $ 85,000.00 
$ 1,100.00 $ 1,200.00 $ 4,200.0 
Loss due to storm damage, 1943 and retirement of machinery, 1944... 10,000.00 1,000.00 

$ 1,100.00 $ 8,800.00 $ 3,200.00 
Netincome before taxes onincome..................000ccceeeees $ 11,600.00 $ 5,500.00 $ 88,200.00 
Provision for federal & state taxesonincome....................0. 2,900.00 1,650.00 35,280.00 


$ 8,700.00 $ 3,850.00 $ 52,920.00 
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Solution to Problem 2 
Inventories 


December 31, 1945 
Work in process, 50 units completed through M-10: 
units of overtiond it 30.00 


1200 units at $.45 


1200 units at $2.10 


3100 hours at $5.05 per hour (12400 units) 


To record overhead incurred 


11271 units issued (See Schedule 1) ° 


11000 units issued (See Schedule 2) 


11000 units finished at standard cost 


To adjust for time variance (Schedule 3) 


To adjust for overhead variance (Schedule 4) 


Sale of 10500 units 


es 
Sale of 10500 units at $9.00 


Selling and administrative expense............2.0.cccecccecescccccccccscesceces $25 ,000.00 
To record expenses 
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$25,200.00 


$ 50.00 
200.00 
$ 67.50 ; 
Journal Entries 
‘ 1 

0 $ 5,400.00 
600.00 
.00 
00 
00 00 | 
(3 
4 
$ 1,500.00 
15,000.00 | 
(5) | 
6 
| 
7 | 
$ 5,500.00 
22,000.00 
13,750.00 

00 16,500.00 
.00 
00 8 
00 $ 1,693.75 | 
00 9 | 
$ 90.00 | 
00 | 
=| 4 i $94,500.00 | 
12 
| 
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Schedule 1 
Units 
Standard quantity of M-a required for 
production: 
To complete work in process at Decem- 
none 
To complete 10950 units of finished 
10,950 
Issued for work in process at January 
Actual units of M-a issued (102% of 
Excess over standard.................. 221 
Schedule 2 
Units 
Standard quantity of M-b required for 
production: 
To complete work in process at Decem- 
50 
To complete 10950 units of finished 
Issued for work in process at January 
Actual units of M-b issued............. 11,000 
Schedule 3 
Units 
Standard units of labor: 


50 units of work in process equivalent 
to 10 units of labor at December 31, 
1945. Labor expenditure to complete 40 


10950 additional units completed...... 10,950 
100 uints of work in process equivalent 

to 55 units of labor at January 31, 

Standard units of labor expended........ 11,045 
Standard cost of 11045 unitsat$1.25.... $13,806.25 
Standard cost incurred for 12400 units.... 15,500.00 


Standard time variance................ 


Solution to Problem 3 


$ 1,693.75 
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Schedule 4 
Units 
Standard units of overhead: 
Work in process at December 31, 1945, 
50 units equivalent to 20 units of 
overhead. Required to complete... .. 30 
10950 additional units completed... .. . 10,950 
Work in process at January 31, 1946, 
100 units 80% complete............ 80, 
11,060 
Standard cost of 11060 units of overhead 
Actual overhead cost. ................. 16,500.00 
Overhead $ 90.00 
Bunson Co. 
Statement of Income and Expense 
January, 1946 
Cost of sales: 
Standard cost of goods 
$55,125.00 
Material price variance. . 600 .00 
Material quantity vari- 
110.50 
Labor rate variance. .... 155.00 
Labor time variance... .. 1,693.75 
$57,684.25 
Less manufacturing 
overhead variance. . . 90.00 57,594.25 
Selling, general and administrative ex- 


MIDDLE CITY 
Work Sheet 
For the year Ended June 30, 1945 


Trial Balance 
General Fund July 1, 1944 
$50,000.00 
Taxes receivable—delinquent......... 25,000.00 
Taxes receivable—current........... 
Long time advance to revolving fund. . 15,000.00 
$30 ,000.00 
Reserve for encumbrances............ 5,000.00 
Due to revolving fund............... 5,000.00 
Unappropriated surplus............. 35,000.00 
Unappropriated surplus—advance to 
15,000.00 


$90,000.00 $90,000.00 


Transactions for Trial Balance 
the year June 30, 1945 
( 4) #18 $ 73,150.00 
(12) 2,650.00f (21) 6,000.00 
4) 23,500.00 1,500.00 
( 3) 125,000.00 ( 4) 85,000.00 40,000.00 
15,000.00 
(11) 90,000.00 ( 8) 95,000.00 $ 35,000.00 
(7) 91,000.00) ( 6) 100,000.00 4,000.00 
( 8) 4,000.00 
9) 1,000.00 
(10) 5,000.00 
(21) 6,000.00 (21) 3,000.00 2,000.00 
( 5) 1,500.00 ( 9) 1,000.00 64,900.00 
(12) 1,650.00 
(23) 28,750.00 
15,000.00 
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(14) 
(15) 
(16) 
(17) 
(18) 
(19) 
(20) 
(21) 
(22) 
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Estimated revenue—taxes........... 118,750.00 118,750.00 
Estimated revenue—miscellaneous. .. . 1 4) 80,000.00 
Estimated budget surplus............ 2) 175,000.00) ( 1) 193,750.00 
3 23) 18,750.00 
Reserve for uncollectible taxes........ 3) 7,750.00 
iati 8) 91,000.00 1757000.00 
,000. ,000. 
72,000.00 
(21) 3,000.00 
(22) 4,000.00 
(23) 
Budget encumbrances............... ( 6) 100,000.00 ( 7) 91,000.00 
10) 5,000.00 
22) 4,000.00 
Taxes collected in advance........... (12) 1,000.00 1,000.00 
$129,650.00 $129,650.00 
Transportation Revolving Fund 
$10,000.00 (21)$ 6,000.00 (19)$ $ 10,200.00 
(20) 1,800.00 
Due from generalfund............... 5,000.00 (20) 3,000.00 (21) 6,000.00 2,000. 
Long time advance from general fund. . $15,000.00 $ 15,000.00 
Automotive (19) 9,000.00 9,000. 
Accounts payable................... (19) 5,000.00 5,000.00 
Reserve for depreciation—automotive 
(20) 1,200.00 1,200.00 
$15,000.00 $15,000.00 $ 21,200.00 $ 21,200.00 
Special Assessment Fund 
Cash for construction................ {1498 25,000.00 fies 18,000.00 7,000.00 
Cash for bonds and interest........... 14 200.00| (18) 12,625.00 10,575.00 
23,000.00 
Special assessments receivable........ 75,000.00 22,500.00 52,500.00 
Bondspayable........--.ccecceecee 18) 12,000.00 (14) 25,000.00 $ 13,000.00 
Construction in progress............. (15) 50,000.00 50,000.00 
Contracts payable..............200 (16) 20,000.00 (15) 50,000.00 30,000.00 
Retained on contracts............... 16) 2,000.00 2,000.00 
Special assessment fund balance...... . (18) 625.00 (13) 75,000.00 75,075.00 
14 200.00 
17 500.00 


$1,405,975.00  $1,405,975.00 $126,075.00 $120,075.00 


. KEY TO JOURNAL ENTRIES 
(1) To set up estimated revenues. 
(2) To record appropriations. 
3 To record tax levy. 
4) To record cash receipts. 
(5) To set up reserve for uncollectible delinquent taxes. 
(6) To budget encumbrances for the year. 
(7) To reverse encumbrances for materials and supplies vouchered for payment. 
(8) To charge appropriations and reserve for encumbrances for amounts vouchered as follows: 
(9) To reverse unused encumbrances July 1, 1944. 
(10) To reverse unused encumbrances for current year: 


$ 9,000.00 


(11) To record payment of salaries, wages and vouchers. 

(12) To record taxes written off and taxes collected in advance. 

(13) To set up special assessments levied. 

(14) To record sale of bonds. 

(15) To record contracts let. 

16) To record pa: tt on contracts and reversal of encumbrances. 
17) To record collection of assessments receivable. 

18) To record t of bonds and interest. 


(21) Payment by general fund to revolving fund. : : 
(22) To close unused budget surplus, unexpended appropriations and estimated revenues into unappropriated surplus. 


| 
| 
| 
75 
00 
75 
,000.00 
*000.00 
(19) Purchase of trucks by transportation fund. 
,00 
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HERBERT E. MILLER 


Financial Accounting. George O. May. (New York: 
Macmillan Company, 1943. Pp. 274. $3.00.) 


If a single phrase could be sufficient to express the 
essence of this book written by one of the elder states- 
men of accounting, no better choice could be made than 
its own subtitle, “A Distillation of Experience.” For 
this is no treatise aiming at systematic exposition. Here 
the experience and observation of many years is now 
distilled into a series of essays on loosely related topics, 
the whole being enriched by an abundance of historical 
facts and numerous expressions of the author’s personal 
views. Thus, without undertaking to speak for the pro- 
fession, the author enables the reader to glimpse the 
events and ideas which have been high in the thought 
of a generation of public accountants, especially matters 
that have been of particular concern in the last decade. 
The service rendered by the author in this way will be 
gratefully received; contemporary thought is seldom so 
skillfully epitomized by a contemporary. 

If the book were to be characterized a little more in 
detail, two aspects of its contents should be added to 
the above. One would indicate the topical areas touched 
upon and the other would show that certain themes re- 
appear throughout the work. 

The fourteen chapters fall into two categories, each 
accounting for about one-half of the 265 pages of text. 
Nine of the chapters deal principally with important 
issues in accounting theory. These include such titles 
as Nature of Financial Accounting, Uses of Accounts, 
Accounting Principles and Postulates, Cost, Income, 
Liabilities, Inventories and Receivables. Although these 
chapters are not grouped into a formal major division, 
a theme seems to run through the theory discussions: 
Accounting is necessarily conventional; it should not 
be expected to be thoroughly logical; rules and customs 
rather than principles will be the guide to accounting 
action. 

Six chapters are more strongly historical in flavor 
than the others. One of them bears the title, Historical; 
the others include Cost and Value, Depreciation, De- 
preciation and Regulation since 1918, Depreciation 
Methods, Accounting and Regulation. Here the theme 
seems to be that accounting must in a large measure 
be as individual as the enterprise and management 
which it reflects; hence accounting regulations devised 
outside the enterprise and uniformities imposed through 
the power given to government agencies may fail to 
take adequately into account the extent and complexity 
of the diversities inherent in our system of free enter- 
prise in a profit and loss economy. 

It is apparent that the author is more strongly im- 
pressed with the diversities which often precipitate ac- 
counting issues than he is with the possibility that 
greater uniformity will succeed in avoiding the creation 
of issues. He believes that the effect of diversities can 
best be met by full freedom in each case to act according 
to the judgment of the businessmen and professional 


accountants concerned. And he therefore looks with 
some disfavor upon most accounting regulatory activi- 
ties as being likely to overstress the expected benefits of 
uniformity of practice. At the same time he is disturbed 
by ideas which agitate for formulating principles and 
for searching out logical interconnections in accounting, 
since these seem to him to impute a more fundamental 
nature to accounting rules than their nature as conven- 
tions would justify. 

Such, in brief, is the reviewer’s general reaction to 
the book; what follows is detail. The literature is meas- 
urably enriched by every such book. Students, teachers, 
practitioners, and government agents can benefit from 
reading this one. The historical perspective it can give 
is alone worth the time spent in reading. This could per- 
haps counteract some of the characteristic American 
tendency to ignore history. And though a reader may 
not always agree with the author’s preferences, he can 
hardly escape reaping some benefit from noting the 
observation and reasoning that have gone into the for- 
mulation of the views expressed. 

Now for a more detailed view of the historical chap- 
ters. Some readers may feel that the author’s major 
reaction to the historical development of accounting 
during the past generation is made somewhat unduly 
pessimistic by the extensive consideration given to the 
actions and attitudes of governmental agencies, such 
as Public Utility Commissions, the Bureau of Internal 
Revenue, and the Securities and Exchange Commission. 
It is the author’s view (p. 69) that “accounting influ- 
ence rose to a high point” in connection with the rev- 
enue acts and regulations of 1917 and 1918; that income 
tax laws as a whole deserve to be called “a towering 
monument to legalism”; and (p. 71) that “if 1918 saw 
the authority of the accounting body in America ata 
peak, the years 1933 and 1934 saw it at a low point.” 

There may be grounds indeed for pessimism in 
connection with many specific actions by governmental 
agencies. Most of them are so thoroughly convinced of 
their mission and seriously conscious of their authority, 
that they may sometimes have overreached them- 
selves. But it is also fair to say that in the years during 
which some of them have been functioning, a new high 
point has been reached in the variety and importance 
of the public services rendered by American profes 
sional accountants, and in the public recognition of the 
independent position and technical knowledge which 
make that service possible. Thus governmental agencies 
have not been too much of a handicap to the profession. 

The three chapters on depreciation are in a large 
measure a contrasting of the treatment of this expense 
in industrial accounting and in the controlled account 
ing of regulated companies. Being historical in its ap 
proach, the material gives the reader an excellent basis 
for sensing the complexities which pile one upon al 
other as a result of government’s assuming the task, 
however necessarily, of substituting its fiat for the com 
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trol of prices, costs, and profits by the ordinary forces 
of economic conditions. 

The treatment of depreciation by industry as cost 
amortization is pictured as flowing out of the merger 
period of 1896 to 1903. In order to study a group of 
companies under comparable accounting conditions, it 
often was necessary in those days to eliminate the effect 
of the (conservative) prior practice of charging many 
new capital items to expense and then to substitute 
income charges for systematic depreciation. The de- 
preciation practice thus established was usually carried 
over into the accounting of the new corporations. By 
1906, straight-line depreciation was in fairly general 
use, and by 1918 depreciation accounting was fully es- 
tablished in unregulated industry. 

In regulated companies, on the other hand, deprecia- 
tion was for many years a highly controversial subject, 
to which the author devotes the larger part of two im- 
portant chapters. 

In the earlier cases the courts did not distinguish 
between provisions for future replacement and amor- 
tizations of past cost. By 1913-1914, however, the 
common-law view was that depreciation was a function 
of value. The usual practice was to provide retirement 
reserves a few years in advance for the cost of property 
soon to be retired. But in 1920 the Interstate Commerce 
Commission sought to introduce amortization into rail- 
way accounting. This would result (1) in substituting 
cost for value in rate regulation, anc (2) in associating 
the depreciation thus charged as operating expense 
with the deductions used in computing the rate base. 
But it was over twenty years before a modified straight- 
line form of depreciation accounting was put in effect. 
Some of the delay had been due to the controversies 
which the proposal stirred up and some to temporary 
suspension of the depreciation order during the depres- 
sion years. 

In 1922 the National Association of Railroad and 
Utilities Commissioners gave approval, through their 
standard classification of accounts, to retirement re- 
serve accounting for fixed assets. But it was not until 
1936 that they advocated depreciation accounting such 
as had so long before been recognized in taxation and 
general accounting. 

The course of development to this point thus gives 
the appearance of gradually evolving in the direction 
of wide agreement to use depreciation accounting in 
regulated as well as unregulated companies. But actual 
agreement was not so easily achieved. 

The author is concerned about several questions at 
this point. Is it fair to the companies for the commis- 
sions to imply that present-day inadequacy of retire- 
ment reserves (for conversion into amortization re- 
serves) was due solely to the action of company man- 
agement, when part of the responsibility for past use 
of this method goes back to the NARUC standard 
classification prior to 1936 and to the earlier court 
decisions? In trying to free themselves from the effect 
of court decisions that tied rate determination to fair 
Value, “have not the commissions asserted and ruth- 
lessly exercised the right to change accounting princi- 
ples with unlimited retroactive effect?” (p. 98) Do these 
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changes in the rules for regulating utility companies 
reflect “a change of policy inspired by purely rate- 
making considerations?” (p. 139) If the changes are 
made retroactive (in order to build the reserves to the 
point they should reach), will this not work grave injus- 
tice to the company and to the future users of the 
services? Who can confidently say that it would have 
served the community interest more if straight-line 
depreciation had been used from the beginning of rail- 
road and power company operations, and that the early 
ignoring of depreciation (thus keeping revenue charges 
low as an aid to getting service started) was less in the 
community interest? 

In discussing (pp. 161-171) a committee report to 
NARUC in 1943 (after four years had been spent in the 
study of depreciation), the author finds several short- 
comings. Too little notice is given to depreciation as it is 
dealt with outside public utility accounts. The his- 
torical discussion might with advantage have been 
amplified. The report fails to distinguish between de- 
preciation as a decline in value and depreciation as 
systematic amortization of cost. There is an implicit 
assumption (shown by the space given to attempts to 
apply insurance methods to depreciation calculations) 
that depreciation is factual, whereas it is “the applica- 
tion of a number of conventional methods of allocation 
of the cost of property to accounting periods (p. 163).” 

Akin to depreciation is the problem of writing off 
intangibles. Here the author again finds the views of 
government agencies diverging from the ideas reflected 
in general accounting practice. 

He indicates that until recently such write-off has 
not been regarded as an accounting question; now, how- 
ever, some people state that recognition of write-off 
has been mandatory in the past as a matter of account- 
ing principle. It has been argued that write-off is neces- 
sary because the regulation of rates negatives the possi- 
bility that utility companies could have excess earnings 
to explain their intangibles. Yet under theories now 
favored by the commissions, the author points out, regu- 
lation itself creates ‘‘a genuine and relatively perma- 
nent though limited intangible value in the case of any 
successful utility enterprise.” This is true because 
demonstrated earning power (under rates that give 
adequate reward for risk) “can properly be capitalized 
at a lower rate of yield than that which a just regulation 
would award to the original risk-taker” (p. 153). 

Since accounting does not attempt to record declines 
in enterprise value due to falling earning power, any 
proposal “to require amortization or elimination of in- 
tangibles has its basis in a conception of social policy 
rather than in accounting or in concern for the inves- 
tor” (p. 154). This is the author’s answer to assertions 
made in hearings before the Federal Power Commission 
that good accounting practice requires intangibles to 
be written off. He points out that the literature of ac- 
counting might be cited as supporting several treat- 
ments—write-off is permissible; it is wise; it is necessary 
in special cases. But there is little if any authority for 
the view that write-off is mandatory (p. 156). 

The author also gives considerable attention to the 
historical background of the SEC. It was evident in the 
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middle 1920’s that some corporations needed to be 
pushed to improve certain unsatisfactory financial and 
accounting practices. The New York Stock Exchange 
took the initiative in 1926 by appointing a committee 
on stock list to campaign for improvement. In 1930 a 
special cooperating committee was appointed in the 
American Institute of Accountants. The essence of the 
proposal which emerged in 1932 from these committees 
was that the listed companies should disclose the ac- 
counting methods employed by them, and public ac- 
countants should report whether the financial state- 
ments conformed with the representation made. 

At about the same time the depression reached its 
depths in the midst of a political campaign. There were 
heavy losses in the security markets and loud calls for 
protective legislation. In spite of the fact, as the author 
believes, that inadequate or misleading financial state- 
ments played a relatively unimportant part in causing 
those losses, the Securities Act of 1933 and the Securi- 
ties Exchange Act of 1934 were passed by Congress to 
put the issuance of securities under regulation and to use 
accounting as one of the important statutory instru- 
ments to that end. 

In regard to this legislation the author makes a 
number of observations. The laws were not a result of 
prior judicious inquiry; rather they were statutes passed 
“under pressure of public indignation.” They ran 
counter to “some of the most firmly established princi- 
ples of English practice”; their penalty provisions, for 
example, were harsher than under English law. The 
laws impaired the professional status of public ac- 
countants; they took the responsibility for accounting 
rules out of the hands of the profession and placed it in 
the hands of a policy-making body; the grant of power 
to prescribe accounting procedures was “as unwise and 
unnecessary as it was inadequately considered.” yet, 
he agrees that later experience has shown that the Com- 
mission has exercised with restraint its power to pre- 
scribe accounting rules and usually has consulted with 
the American Institute before accounting rules have 
been published. 

Up to 1933 the stock exchanges were the arbiters of 
“reasonable disclosure,” having always in mind the 
relatively different information desired by long-term 
investors and short-term traders in securities. This juris- 
diction was then transferred to the Securities and Ex- 
change Commission. As a result, the author points out, 
a body is established that is vested with the duty of 
preparing policy-making regulations and given func- 
tions suitable to a quasi-judicial institution. It is this 
body which sometimes seeks freedom from legal re- 
straints by asserting the higher authority of accounting 
principles laid down by it; and sometimes, as a matter of 
regulatory expediency or administrative policy, it seeks 
to relax the applications of such principles. 

In the light of these and other historical origins and 
legal circumstances, the author urges professional ac- 
countants to try to extend their public service through 
the Institute (1) by intervening to aid the courts since 
these bodies are not expert in accounting matters; (2) 
by cooperating with regulatory bodies and by accepting 
responsibility for the maintenance of complete indi- 
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vidual independence in relation both to clients and tp 
government commissions (p. 265) 

Some details about the theory topics discussed wil] 
help to characterize the remaining chapters. 

When reasonable men find themselves on opposite 
sides in a discussion, it is most helpful to get the issue 
out in the open and try to gain an understanding of why 
there is an issue. The chapters which deal most with 
accounting theory are good reading because they do 
just this. 

Sometimes the results of financial accounting are 
misunderstood because some users do not realize that 
the statements were not made up especially for them, 
and that reports are in fact made a compromise to give 
them a maximum usefulness for purposes as diverse as 
taxation, governmental supervision and price regula. 
tion, internal fiscal policy, dividend action and dividend 
legality, granting of credit, and evaluation of invest- 
ments. Accounting is utilitarian, it is true, but this 
cannot be taken to mean that it is all things to all men, 

Misunderstanding may also arise from failure to 
realize that accounting is conventional. That is, being 
influenced by the social and economic concepts of the 
time as well as by statutes and court decisions, account- 
ing reflects at once both current habits of thought and 
customary types of action. Underlying an accounting 
debate there will often be found a question as to the ex- 
tent to which customary ideas are being replaced by new 
ideas, or should be so replaced. 

This basing of accounting on convention leads to the 
author’s skepticism as to the existence of “‘accounting 
principles” (pp. 37, 38). The phrase is considered in- 
appropriate also, because in earlier days it was likely 
to be used merely to awe a client into accepting a cer- 
tain accounting treatment; and furthermore, because 
of late it has been used by utility commissions to avert 
judicial review of their decisions and to give an impres- 
sion of permanence and inevitability to their ideas. 
The fact is, he points out, accounting rules are mere 
postulates, derived from experience and reason, that 
have proved useful and acceptable. They are like the 
rules of common law in many respects—changing as 
further experience brings greater wisdom; flexible to 
meet the peculiarities of many situations that seem 
alike yet vary in some significant way. 

Though this is the nature of accounting, the trend 
of forty years has been away from the common-law 
mode of thought in accounting and toward the civil 
code point of view of prescriptions and regulations. 
This growing emphasis on uniformity of methods and 
administrative convenience may prove to be a real dis- 
service if it submerges the general usefulness of ac 
counts in favor of some specific usefulness, and if it 
prevents the true individuality of enterprise and man- 
agement from being clearly reflected in the financial 
statements. 

Another source of misunderstanding is the evolw- 
tionary shift in the focus of accounting from an em- 
phasis on the balance sheet (for short-term credit) toan 
emphasis on the income statement (for long-term invest- 
ment). This may create a conscious or unconscious c0n- 
flict between customary ideas and new ideas. The same 
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can be said of the persisting idea that the balance sheet 
should be expected to reflect values. This it cannot do 
because “the value of the enterprise is seldom a material 
fact,” and if it were a fact “it can only be measured 
by looking ahead” (p. 8). He would be uninformed 
indeed who considered the financial statements as 
“looking ahead.” 

Users must bear in mind that financial statements 
are not reports of facts but rather the conclusions 
reached from applying a body of conventions to events 
and transactions. Statements cannot therefore be suc- 
cessfully made up according to a complete set of rules. 
This is true primarily because the accounts are in part 
“g reflection of the temperament and modes of thought 
of those responsible for their preparation” (p. 246). 

Other topics in theory are given due consideration. 
The author views Lifo with some skepticism, and sees 
the debate over the cost-or-market rule as arising from 
the contact of older uses (balance-sheet emphasis) and 
newer uses (income emphasis). 

Lifo is a variant of the base-stock method. This base 
was resisted by the Treasury Department when its use 
was urged asa counter-effect to the rise in prices (from 
an index of 100 to 250) in the decade after 1913. Asa 
result of the Department’s stand taxes were collected 
at that time on “large nominal profits due merely to 
increases in price level” (p. 48). In the decade after 
1934 a discrete change in terminology was advanced and 
“last-in, first-out” has gradually come to be accepted by 
the Treasury Department. 

The use of the Lifo method “no doubt serves to 
protect against the illusion of prosperity” from a rise in 
price levels (p. 176), but its use may nevertheless ob- 
scure the dangers inherent in the results of a fall in 
price levels. 

If the primary reason that Lifo is growing in favor 
is the prospect of using it to reduce taxes in a period in 
which prices and tax rates are rising, it could be added 
that skepticism as to its fundamental soundness is fully 
justified. Yet it does not stand alone as an example of 
the way in which taxation influences accounting out of 
its natural framework of operation. If taxes cannot be 
determined by close adherence to the ideas that control 
the usual accounting computations of corporation net 
income, it perhaps would be just as well that the tax 
calculation should become a determination in its own 
right outside the framework of enterprise-managerial- 
investor accounting. 

As to the cost-or-market rule, considerations of 
soundness and reasonableness “point to a restatement 
of the rule as requiring only a measurement of the cost 
that may properly be carried forward” (p. 183). In the 
discussion of “measurement” that then follows, a doc- 
trine of “normal usefulness” of inventory and “mini- 
mum normal profit” on its sale is advanced as the clue 
to the amount that may properly be carried forward. 

It is not made clear, however, why all amounts not 
thus carried forward should automatically fall into cost 
of goods sold. It seems a classification fallacy to treat 
an amount representing price shrinkage of goods that 
are not sold in a way to send it to join purchase cost of 
goods sold. And a doctrine of “normal profit” can hardly 
be a sufficient reason for creating a disagreement be- 
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tween the clear meaning of the name of a statistical 
category (cost of goods sold) and the content in dollars 
of that category. 

It is puzzling that there is so little sentiment among 
accountants for making the income statement more 
truthful (as to the cost-of-sales item) by the device of 
an inventory reserve in the balance sheet. Perhaps it is 
because the Treasury Department is disinclined to 
accept the deduction of a flat percentage shrinkage of 
inventories. But the reserve could conceivably be cal- 
culated otherwise and with as much accuracy as the 
allowance for bad debts is calculated. Perhaps it is be- 
cause the cost-or-market rule was brought into tax 
regulations at the insistence of accountants and they 
hesitate to reverse themselves. But ideas change in 
twenty years; inventory valuation is one of them that 
is in this process. Undoubtedly, if accountants really 
believed the application of the rule did materially mis- 
state the cost of goods sold, they could succeed in con- 
vincing the tax authorities to accept a carefully calcu- 
lated reserve to be deducted from the inventory item 
on the face of the balance sheet. A change in tax prac- 
tice was once accomplished in connection with allow- 
ance for un-collectible accounts. Is another change be- 
yond expectation? 

Although the cost-or-market rule has long been estab- 
lished and “continues to occupy the leading position,” 
the author clearly indicates that fixed rules to be ob- 
served by all companies may not be appropriate (p. 
174). He suggests a research program (p. 183) for 
classifying industry according to the type of business 
carried on. Uniform methods of valuing inventory would 
no doubt fall into disfavor when the real diversity of 
circumstances was clearly revealed. 

It may be noted that recent studies of the inventory 
question show that many complications in applying 
the rule conspire to shake the confidence of all but the 
most ardent advocates of cost or market. And the most 
bothersome question is why the figures of a current 
period should be adjusted for the purpose of assuring 
a profit in the next period’s use of the inventory. Surely 
the objectives of accounting do not go so far as to direct 
that present profit be computed with a calculating eye 
turned toward assuring a profit at the next calculation. 
The profit calculation of the future must in the nature 
of the case depend primarily upon conditions prevailing 
then, not those of the present. It is clear that accounting 
calculations do not make profit; they can only reveal 
what is there, and that only in so far as the natural 
limits of accounting processes permit. When accounting 
presses upon this one of its several limitations, it is 
time to use the technique designed for such occasions— 
reserves. 

In connection with the discussion of income and 
capital gains (Chapter XII) the author makes the per- 
tinent observation that a classification, to be really 
useful, must be based on essential characteristics and 
not on mere names (p. 217). There is hardly a single 
accounting issue which will not be clarified by a thought- 
ful application of this truth. Accounting is incurably 
statistical in nature and real homogeneity of the data in 
each of its categories is a rock-bottom necessity. 

Subdivision of surplus is an example of an accounting 
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(statistical) necessity. Without subdivision many “sur- 
plus” accounts are meaningless because their contents 
lack any real homogeneity. 

The question of the proper treatment of capital gains 
is another example of a problem in homogeneity. 
Should capital gains be reported as income? The deci- 
sion would seem to depend on (1) the concept of the 
category named “income” and (2) the characteristics 
of the items (such as capital gains) that show them to be 
relevant or irrelevant to that category. 

The significance of capital gains from holding com- 
pany shares varies greatly, the author points out, be- 
cause of differences in sources. Some are caused by re- 
tained profits piling up behind the shares, some by an 
increase in the earning power of the corporation; others 
come from a fall in the value of the monetary unit (p. 
223). To assign all such gains to income by rule might 
be to ignore a lack of true homogeneity. The author 
thinks the preferable practice is to exclude them, ex- 
ceptions being made for cases in which circumstances 
show that treatment as income is clearly necessary and 
proper. 

The problem of appreciation gets its share of atten- 
tion in Chapter V. American thought for some time 
followed the British tendency to give a strong emphasis 
to recording fixed assets at cost without prohibiting 
the recording of appreciated values. But in recent years 
the propriety of recognizing appreciation came to be 
questioned in America. Under the influence of a long, 
sustained rise in price levels from 1896 to 1922, a theory 
developed that cost figures for fixed assets had gradu- 
ally lost their significance. Under the influence of an 
apparently stabilized price level in the 1920’s, a theory 
arose that the economy was operating upon a per- 
manently high level of prices. Since these theories weak- 
ened the cost conception of accounting function, the 
value conception was correspondingly strengthened. 
As a result it seemed desirable that accounting should 
reflect the changes in the value of the monetary unit; the 
mechanism selected for accomplishing this was the in- 
creased depreciation charges resulting from write-up 
of fixed assets. 

The reaction was clear. Wholesale write-ups pro- 
duced unacceptable mixtures in the surplus accounts; 
appraisal surplus and earned surplus had to be segre- 
gated. There also was a tendency to look with disfavor 
upon asset write-up even when surpluses were carefully 
segregated. Later on past write-ups were condemned 
“as if they had been originally violations of a funda- 
mental principle instead of being merely something that 
is outmoded today.” 

A complete exploration in the context of fixed asset 
accounting would no doubt call for more than a few 
paragraphs dealing with the subsequent problem of 
write-down, which occasioned a good deal of discussion 
in the 1930’s. It also might call for further consideration 
of possible counter-arguments to the effect that recog- 
nition, however early, of appreciation (if it were al- 
lowed to affect undivided profits) was even then objec- 
tionable as a violation of the fundamental concept of 
profit, and that if there was no prohibition of its recog- 
nition at the time, this was merely because customary 
rules reflected usual situations and ignored the few ex- 
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ceptional situations as being without special signif. 
cance. When the exception (asset write-up) became gp 
common and so large in amount as to generate misrepre. 
sentation, perhaps even deceit, the former com. 
placency in the face of infrequent violation of principle 
could no longer sustain itself. 

It therefore seems that if something was outmoded, it 
was not an earlier good practice now out of favor, but 
an earlier failure to give exceptions a rightful place in 
their current accounting theory and practice. 

A. C. Lrrrtetox 

Urbana, Illinois 


The Fundamentals of Accounting. Donald H. Mackenzie, 
(New York: The Macmillan Company, 1946. Pp, 
viii, 683. $4.00.) 


There are several claims which the author makes for 
this text. One is that it makes use of what he calls the 
“cost and revenue approach.” This term is no more 
specifically defined than that this approach places “the 
emphasis upon costs and revenues instead of upon the 
balance sheet and statement of profit and loss.” The 
philosophy of the Executive Committee of the American 
Accounting Association is cited as having provided the 
basis for this approach. One may conclude from the 
text material that it is the matching principle that gives 
rise to the expression, ‘“‘cost and revenue approach.” 
Another claim which the author makes for the text is its 
extreme flexibility. The text is said to be equally well 
adapted to emphasize accounting theory, to emphasize 
accounting as a tool of management, or even to empha- 
size mere bookkeeping techniques and procedures. One 
is told, too, that after Chapter VIII many of the chap- 
ters may “be omitted without affecting the continuity 
of the material” (p. vi); and even that any of the four 
chapters which deal with many of the “special problems 
that arise in matching costs with revenues . . . may be 
omitted without disturbing the sequence of the course” 
(p. vii). So far as the four practice sets are concerned, it 
is asserted that “regardless of how many practice sets 
are omitted the continuity of the subject is not af- 
fected.” 

The first eight chapters provide the “background 
material.” Chapter I is titled ‘““The Nature of Account 
ing.” Its purpose is to impress the student with the 
very wide areas in which accounting data are used and 
useful, and then to indicate to him the various branches 
of the practice of accountancy. Some space is devoted 
to the thesis that under whatever type of political or- 
ganization productive enterprise exists there is the need 
“to provide information that may be used to measure 
and increase the efficiency of the productive unit.” It 
is just a little surprising to find this point emphasized 
by reference to the manner in which industry is organ- 
ized in Russia and Germany (p. 4). 

Chapters II and III define basic concepts for the 
student. Unfortunately very few of the italicized state- 
ments in these two chapters can qualify as logical defini- 
tions. (Indeed, the criticism can be made of the great 
majority of textsin accounting that statements intended 
as definitions mean very little to one who knows little 
or nothing about accounting.) Chapter II is titled 
“Revenues, Expenses, Profits,” and the title indicates 
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the subject matter very well. The matching principle is 
illustrated by an apple trading venture in which a profit 
calculation is made by deducting expenses from a sales 

. “Expenses are inseparably connected with 
revenue” (p. 17). The idea of a financial deduction (bad 
debts and sales discount) is next introduced (p. 18), and 
itis also admitted (p. 19) that “the expense of matching 
some costs with the revenue with which they should be 
matched is too great.”” The chapter concludes with an 
illustration of a fully classified profit and loss statement 
in which sales returns and sales discount are subtracted 
from sales, in which bad debts is treated us a general 
expense, and in which calculations are made of an 
operating profit and a net profit before Federal taxes. 

Chapter III deals with the balance sheet, “sometimes 
called a statement of financial condition” (p. 30). At 
this point (despite the cost and revenue approach) the 
author finds it necessary to “recognize two different 
types of assets: (1) Certain property rights such as cash, 
claims for cash, and investments, and (2) Assets which 
are simply costs to be deducted from the revenues of 
future accounting periods” (p. 31). Nor does this cost 
and revenue approach seem adequate either to explain 
the propensity of accountants to record liabilities and 
proprietorship, or to explain why “the assets will always 
equal the total of the liabilities plus the proprietor- 
ship” (p. 37). Reserve for depreciation and reserve for 
doubtful accounts are introduced in this chapter. The 
chapter closes with a balance sheet which exhibits six 
classifications. 

Not until Chapter IV is the idea of an account in- 
troduced. The first italicized statement concerning an 
account is as follows: ‘“‘An account is a record of an 
asset, a liability, the proprietorship, a source of revenue, 
or an expense” (p. 47). To “rationalize” debits and 
credits for asset and liability accounts the author makes 
use of the balance sheet equation; but no “rationalizing” 
is done to derive a rule for debits and credits with re- 
spect to income and expense accounts. The cost and 
revenue approach seems totally incapable of explaining 
why there should be such a thing as a trial balance, or 
even that there is any logic behind double entry book- 
keeping. (Incidentally, not until Chapter IX is the 
student informed that books of original entry are a 
part of bookkeeping paraphernalia.) 

Adjusting entries are introduced in Chapter VI, 
and closing entries in Chapter VII. The matching prin- 
ciple provides the logical framework from which to 
develop the mechanics of adjusting entries, but this 
principle does not seem to be equally effective in provid- 
ing the basis for closing entries. Chapter VIII introduces 
the student to merchandise transactions, to a cost of 
goods sold account, and to the accounts which go to 
make up this summary account. 

_Chapters IX through XII are generally concerned 
with acquainting the student with special and multi- 
columnar journals. Control accounts are introduced 
incidental to this presentation. In the Preface the author 
calls particular attention to the fact that the student is 
taught to use special journals before he is taught the 
use of the general journal. 

A chapter is devoted to the work sheet (XIII), and 
to promissory notes, their recording in their various 
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manifestations and the computation of interest thereon 
(XIV). 

Chapter XV discusses the principles which underlie 
the preparation of classified profit and loss statements, 
and Chapter XVI undertakes the same task with re- 
spect to classified balance sheets. A chapter on “The 
Use of Revenue and Expense Data” introduces such 
terms as unit costs, fixed and variable expenses, direct 
and indirect expenses, out-of-pocket costs, increment 
and decrement costs. Three chapters follow this which 
deal with particular applications of the matching princi- 
ple. Discussed are such topics as reserve for sales dis- 
counts, the methods of inventory valuation, and 
methods for computing depreciation, depletion, good- 
will, repairs, replacements, and additions. 

At this point the general scheme of development is 
interrupted with a chapter on cash control and »ayroll 
accounting and a second chapter which explains the 
voucher system. Then follows one chapter devoted to 
departmental accounting, two chapters devoted to non- 
cost manufacturing accounting, and one chapter de- 
voted to cost accounting. Chapter XXVIL, titled “Other 
Cost Concepts Applied to Manufacturing Problems,” 
is designed to indicate how analysis of expenditures into 
sunk costs, increment and decrement costs, fixed and 
variable costs, may be made to provide a guide to 
pricing policies, to determine whether products or terri- 
tories should be eliminated or whether it is wise to re- 
place a given machine. 

The two chapters on partnership accounting are very 
similar to such chapters in any other introductory text. 
In the three chapters dealing with corporation pro- 
prietorship, the author has faced more candidly than is 
usual the divergence in this area between what is legally 
permissible and what accountants often recommend as 
desirable. ‘The opinions of accountants are not entirely 
in accord with prevalent ideas of the legal profession. 
They are however pretty much in agreement with cer- 
tain noted legal authorities on corporation law. The 
accountant is heartily in accord with almost all the 
capital stock and dividend provisions of the California 
statute” (p. 573). The proprietorship of the corporation, 
it is taught, is to be divided into two “fundamental” 
parts, paid-in-capital and earned surplus. The chapter 
on corporation bonds gives a very complete treatment 
of the bond premium and bond discount accounts. 
Amortization tables are said to be “scientific” when 
based upon the compound interest principle. 

The last two chapters deal with Analysis of Financial 
Statements and Budgetary Control. 

Enough has already been said to indicate that it is 
this reviewer’s opinion that this text uses much more 
than the cost and revenue approach in ‘the exposition 
of those fundamentals of accounting presented. This, 
of course, does not mean that the text is thereby judged 
to be unsatisfactory. The author states that the ap- 
proach of the book has been used at the University of 
Washington for the past five years. The advantages 
claimed for the approach used by the book are most im- 
pressive. In the first place, the approach is said to em- 
phasize for the student the fact that the management 
ought to have and use information which the conven- 
tional balance sheets and profit and loss statements 
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supply in “very limited amount.” In the second place, 
the approach is said to “reduce greatly” the teaching 
time of many topics. 

A final word should be said about the flexibility in 
the teaching of accounting which is said to be possible 
with this text. In the thirty-five chapters of text mate- 
rial there is scarcely a topic omitted which is found in 
any introductory text. This means that every teacher 
probably will find covered those topics which he con- 
siders “musts.” It probably also means that it would be 
difficult to cover all these chapters in the ordinary year’s 
course. To omit chapters is said to be neither fatal nor 
even undesirable. At the end of each chapter there are 
approximately twenty questions and problems “for 
class discussion,” and ten laboratory problems. All 
these problems are in addition to the four practice sets 
referred to earlier. This wealth of material certainly will 
give wide discretion to every teacher of accounting 
who adopts this book. 

R. C. DEIN 

University of Arkansas 


Practical Financial Statement Analysis (Textbook edi- 
tion). Roy A. Foulke (New York: McGraw-Hill 
Book Co., Inc., 1945. Pp. xx, 681. $4.50.) 


Above all, this is an interesting book, easy to read 
and hard to put aside. Furthermore, it is no mere 
theorizing but is full of useful information. The author’s 
experience in analyzing financial statements and his 
access to a huge volume of data are evident. (Mr. 
Foulke is a vice-president of Dun and Bradstreet, Inc., 
and was for many years manager of its Specialized 
Report Department.) The book is carefully compiled 
and the material is presented in highly usable form, but 
it is the background of experience which makes the book 
valuable. 

Since this is far from being a standardized publica- 
tion, it seems important to give considerable space in its 
review to its form and organization. There are seven 
sections in the book, each one with a preface pointing 
out the purpose of the section and the techniques intro- 
duced, and calling attention to limitations to be ob- 
served in the use of the material. The seven subjects 
covered are the background of analysis; the analysis of 
small business enterprises; internal analyses of balance 
sheets; comparative analysis of balance sheets; profit 
and loss statements; surplus accounts; and the recent 
evolution in accounting theory and practice. 

Most of the chapters deal with techniques of analysis 
and follow a somewhat uniform pattern. An absorbing 
history of the evolution of the technique is followed by 
or mixed with a discussion of the theory behind it. 
Then come illustrations of its use applied to several 
dissimilar businesses, based upon financial figures for 
a three-year period. These are followed by a table of 
typical ratios or other indexes for many lines of business 
activity for each of five successive years, 1939 through 
1943, along with their averages. Conclusions are ex- 
pressed in a “maxim,” qualified by warnings as to limi- 
tations in the use of the technique. Finally, questions 
and problems are available for classroom use. 

Several other features seem important to mention. 
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Many footnotes appear throughout the book, prin. 
cipally referring to other literature upon the subject 
being discussed, but often calling attention to other 
points of view. There are twenty-six forms illustrating 
such varied things as financial statements of the nine- 
teenth century and modern break-even charts useful in 
budgeting. An appendix presents a comprehensive 1943 
table of fourteen important ratios with interquartile 
range for seventy-two lines of business activity. 

One of the pleasures in reading the book stems from 
the illustrative cases. Those who find enjoyment in 
working puzzles or attempting to solve crimes along 
with the master detectives of fiction will experience a 
unique {and healthier?) satisfaction in drawing conclu- 
sions from the financial figures presented in each case 
study and then comparing their conclusions with those 
of the author. 

With a volume as comprehensive as this, one hesi- 
tates to suggest that other material might desirably 
have been included. Yet, in comparing balance sheets 
from year to year, it would seem important to express 
account changes in percentages of the first or base year, 
to supplement or possibly replace the practice of show- 
ing the changes exclusively in dollar amounts. The per- 
centages applying to the various accounts can be com- 
pared with each other more satisfactorily than can the 
dollar figures. 

Another suggested inclusion concerns profit and loss 
analysis. When it is possible to obtain volume changes in 
sales (as distinct from sales price changes), a “Varia- 
tions in Profit Report” showing variations due to 


changes in selling price, in unit cost, in volume, and in, 


the expenses of various departments can be worked 
out to help allot responsibilities for profit fluctuation. 
This, it would seem, might be included for manage- 
ment’s benefit. It should be noted, also, that the use of 
unit costs in statement analysis is not described. 

The text gives more emphasis to the analysis of the 
balance sheet than to the profit and loss statement. 
Perhaps the author intended it that way; for manage- 
ment, he feels, is already conscious of what the profit 
and loss statement discloses. In regard thereto he makes 
the following interesting comments: 

“Over a period of years, the author has found that 
the typical business executive knows his profit and loss 
statement forward and backward.... Probably not 
more than one business executive out of ten gives the 
slightest particle of intelligent thought or analysis to 
the balance sheet of his business. If he recognized the 
implications in the relationships between items in the 
balance sheet as clearly as he sees the implications of the 
relative size in individual items in comparative profit 
and loss statements, he would realize the effect that 
operating policies which anticipate profits and losses 
have upon the future financial condition. With this 
understanding, he would be more careful in making 
decisions which so often result in anxiety, sleepless 
nights, and the necessity for the subsequent study of the 
income and expense figures.” 

Mr. Foulke’s book will have a fairly broad appeal, 
particularly because only an elementary knowledge of 
accounting seems necessary to its use. The aid it might 
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give to the business man, credit man and investor is 
quite obvious. Even the public accountant should find 
use for it: from the book he could gain a clearer under- 
standing of what others expect to find in the financial 
statements he prepares. Furthermore, he might enrich 
these financial reports by comparing indexes prepared 
from the client’s accounts with those for similar busi- 
nesses quoted from the book. 

Finally, instructors will find this a useful text. Re- 
cently, an association of controllers in the City of 
Seattle voiced the opinion that a course in accounting 
analysis was the most important one in the curriculum 
of a student training for a controllership. Here, then, is 
a text well suited to this recognized need. 

Arruur N. Loric 

University of Washington 


Cost Accounting Bibliography, Indiana Business Studies, 
Study No. 28. A. L. Prickett. (Bloomington: Indiana 
University, School of Business, 1945. Pp. 470.) 


The lithographed volume includes more than 8400 
source titles on cost accounting subjects, obtained from 
the accounting periodicals of this country; publications 
of trade associations, individual companies, universi- 
ties, chambers of commerce, and the government; 
foreign publications (mostly from parts of the British 
Empire); and a large number of books. Over 700 differ- 
ent magazines or publishers are represented. In the 
author’s words, it “includes publications from 1890 to 
July, 1944. It is not all inclusive but is limited to the 
bibliographical sources in the field of accounting that 
were available.” 

A great variety of sources is presented, and this 
bibliography is no doubt a valuable contribution. How- 
ever, the method Of listing is not very satisfactory from 
the point of view of the typical user. Punched card 
tabulating equipment was used in compilation, cards 
being prepared for author, title, and source, with addi- 
tional information in the form of columns of code num- 
bers for date, subject classification, etc. The sorting and 
listing were made alphabetically by author; conse- 
quently, users not familiar with or interested in par- 
ticular authors but desiring references on “Labor,” 
“Materials and Inventories,” “Overhead,” or any other 
of the eighteen subject classifications of cost accounting 
information adopted, must familiarize themselves with 
the code numbers of the subject matter they seek and 
then run down the columns page by page hunting those 
code numbers. To be sure of the best possible list of 
teferences for a given subject it would be necessary to 
go through the entire 470 pages. 

A better arrangement, quite easily possible merely 
by a different sorting of the cards before printing the 
book from the cards, would have been to subdivide the 
references into the eighteen subject classifications. 
For the convenience of users seeking particular au- 
thors, listing within those subdivisions could have been 
as now, alphabetically by authors. 

The method of listing used by the author was 
adopted, he explains, to conserve paper; however, the 
a arrangement would have been equally saving 

Paper. 


Obviously much time and effort were expended in 
gathering and compiling this extensive list of references. 
In spite of possible difficulties in use, it may prove very 
valuable to those who seek source material on cost ac- 
counting. 

G. D. Bricaton 

University of Illinois 
The Social Problems of an Industrial Civilization. Elton 

Mayo. (Boston: Harvard University Graduate 

School of Business Administration, 1945. Pp. xvii, 

150. $1.50.) 


The Social Problems of an Industrial Civilization “is 
the second in a series of books by Professor Elton Mayo, 
now planned to be three in number. Jointly they will 
present selected aspects of over a quarter century of 
clinical research in industry. This research has been 
carried on in an effort to get a better and more funda- 
mental understanding of human relations—that most 
neglected of subjects—and how to improve them.” 
(Foreword, page vii.) The earlier book was entitled, 
The Human Problems of an Industrial Civilization. The 
book in prospect will be entitled, The Political Problems 
of an Industrial Civilization. 

This little book of 150 pages is interesting and stimu- 
ating reading. Professor Mayo’s thesis might be stated 
somewhat as follows: With the development of indus- 
trial civilization we have moved from an “established 
society” to an “adaptive society.” This transition has 
been accompanied by, and in many ways been the result 
of, a very remarkable and spectacular development and 
growth of the physical sciences. The social sciences have 
not kept pace. To quote Professor Mayo: “If our social 
skills had advanced step by step with our technical 
skills, there would not have been another European 
War” (page 123). 

- This thesis is developed under these six interesting 
chapter titles: 

1. The Seamy Side of Progress 

2. The Rabble Hypothesis—and its corollary, the 

State Absolute 
. The First Inquiry (The Clinical Approach) 
. Hawthorne and the Western Electric Company 
. Absenteeism and Labor Turnover 
. Patriotism Is Not Enough 

Professor Mayo is very critical of the Social Sciences. 
The following quotations, separated from their con- 
text, are representative: “The so-called social sciences 
encourage students to talk endlessly about alleged social 
problems. They do not seem to equip students with a 
single social skill that is usable in ordinary human situ- 
ations.” “The result is that those graduates of brilliant 
achievement who lead the procession out of the univer- 
sities are not well equipped for the task of bringing order 
into social chaos. Their standard of intellectual achieve- 
ment is high; their knowledge-of-acquaintance of actual 
human situations is exceedingly low. They dwell apart 
from humanity in certain cities of the mind—remote, in- 
tellectual, preoccupied with highly articulate thinking. 
They have developed capacity for dealing with complex 
logic, they have not acquired any skill in handling com- 
plicated facts.” “The consequences for society of the 
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unbalance between the development of technical and 
of social skill have been disastrous. If our social skills 
had advanced step by step with our technical skills, 
there would not have been another European War: 
this is my recurrent theme” (pp. 20-23). 

It would probably be rather difficult to substantiate 
this “recurrent theme.” Warfare has been a rather large 
part of human experience, even before the advancement 
and development of the “technical skills.” The peoples 
of the so-called “established societies” also spent a 
great proportion of their energies and substances in 
conflict and inter-tribal warfare. 

The margin between the achievements of the two 
fields of science (the physical or technical and the 
social) is very likely not as great as the author of this 
book has indicated. There is much yet to achieve in the 
area of technical skills—for example, the control of 
various destructive pests and diseases—and actually 
much has been achieved in the area of the social skills. 
The demonstration in the United States of the ‘““‘Demo- 
cratic Way of Life,” with all of its economic and politi- 
cal defects, is an achievement in the area of social 
skills that does ngt compare unfavorably with the pro- 
duction of the atomic bomb in the area of technical 


However, it is exceedingly worth while for this criti- 
cism and challenge to be directed at the social sciences. 
These social sciences must accept the responsibility 
for analysis and understanding, and they must provide 
the social skills necessary for meeting and handling the 
social problems of our modern dynamic or adaptive 
society. Society can well afford to finance extensive and 
costly experiments made by the social sciences, as it 
has done in the past in the field of the physical sciences. 

Professor Mayo points out the importance of 
“group” membership and relationships in the field of 
industrial production. He says, “...in industry... 
the administrator is dealing with well-knit human 
groups and not with a horde of individuals” (p. 111). 
As a result of experiments conducted in a textile mill 
near Philadelphia and in the Western Electric Company 
at Hawthorne, the author shows that by the creation of 
a spirit of ‘team work” in these industrial plants pro- 
duction was increased, and labor turnover and ab- 
senteeism were greatly reduced. The author believes 
that the development of this willingness to cooperate is 
extremely important, not alone in the area of industrial 
production but in all human relationships—especially 
for the prevention of war. 

The Social Problems of an Industrial Civilization is a 
very valuable contribution to our thinking in these 
days. It is interesting, it is stimulating, it is timely, and 
it is practical. 

N. Burrows 

Trinity University, 

San Antonio, Texas 


Directors and Their Functions. John Calhoun Baker. 
(Boston: Harvard University Graduate School of 
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Business Administration, 1945. Pp. 138. $2.50)! | 


This is a preliminary study of a neglected factor 
business organization. In the postwar world the 
rectors will have to pool their weight if the pri 
poration is to defend its position as an effective org 
ism serving the public interest. 

The author studied the current practices and 
ions concerning the operation of boards of directong 
many American industrial corporations. He collect 
his data by correspondence, interviews and study off 
minute books. His findings are as diverse as the 
sonalities and special problems involved, and he sho 
proper caution about broad generalizations or any 
formula for drawing an ideal board of directors. Ney 
theless, he has drawn an interesting picture of 
significant trends. His four case studies, covering # 
American Tobacco Company, the Climax Molybdeng 
Company, the General Foods Corporation, and” 
Standard Oil Company of New Jersey, illustrate 
wide variation in practice. ; 

The author suggests three aspects of the con 
background of the corporation problem which moret 
justify this examination of the directors’ funeti 
“The separation of ownership from management, | 
growing social significance of the corporation, theemel 
ing concept of trusteeship” (p. 2). This last aspect 
most intriguing but still lies largely in the future, jud 
ing by the paucity of evidence unearthed by the authi 

Within the limits of this short treatise, the 
has presented a revealing picture of the contribu 
which a director can make, as a member of the boas 
through his discerning questions, and as an individtl 
through his availability for consultation as an eld 
statesman or by reason of his special competence. Tf 
importance of strict separation of the executive functi 
from the director’s function is properly emph 
The pros and cons of “‘inside’’ vs. ‘“‘outside”’ di 
are examined and well illustrated in the four @ 
studies, with the expected conclusion that “‘it depe 
A separate chapter is devoted to the board chairm 
showing his importance as a leader of the board 
special scout for executive timber, instead of a h 
superannuated discard from the battle of managen 

The growing realization of the broader scope 
directors’ functions is shown by the author’s repe 
an increasing reluctance of many men to accept di 
ships. They realize that the problem is vastly mo 
portant than merely the protection of stockholders# 
their interests, or the special advantages of top mai 
ment. “It is the reconciliation of private enterpri: 
the smooth functioning of a democratic society 
justice to all groups; stockholders, executives, 
ployees, creditors, customers and the public” (p. 
This calls for qualities of trusteeship akin to statesml 
ship. 


RicHArD L. Koz 


University of Minnesota 
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